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Current investigations of the Senate's com- 
mittee into certain union and management 
relations and events focus attention on the 
Prokop decision. John O'Neill Durkan uses 
this case as a springboard into the subject 


of a conflict between the well-known Wil- 
cox and Rutkin decisions. 


It is rumored that the government is acceler- 
ating its tax-collecting efforts against multi- 
ple corporations like those engaged in the 
real estate subdivision field. Ernest R. 
Mortenson discusses this under the subject 
“The Multiple Attack on Multiple Corpora- 
tions.”’ 


For the reader who works with estate and 
trust tax-law problems, the article by David 
G. Kay, of the trust department of a large 
bank, on the subject of renunciations and 
disclaimers, will make interesting reading. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations’ df tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart: 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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The federal courts, the Tax Court and the Internal Revenue Service inter- 
pret the law by their numerous decisions. . . . In this department of 
the magazine, the reader will find comments on decisions and rulings 
selected from this never-diminishing stream for his current interest. 


THe PRESIDENT of a corporation was 
paid $6,000 a year as entertainment expense. This was in addi- 
tion to his salary. He was not required by the corporation to 
account for this money, but the Commissioner required an ac- 
counting and, since the president could not substantiate his 
expenditures as entertainment expense in the company interest, 
it was ruled that the entertainment allowance was additional 
compensation.—-!!”. Horace Williams v. U. S., 57-2 ustce ¥ 9759 
(CA-5). 


A BUSES IN DEDUCTIONS for travel and 
entertainment are increasing. The Commissioner warns all field 
agents to take a close look at expense deductions involving club 
dues, entertainment, travel, and maintenance of automobiles, 
yachts, airplanes and company-supported residences. Warning 
to sales managers: The idea of holding business meetings and 
sales conventions in resort cities is a good one as far as those 
who attend are concerned, but the Commissioner will raise his 
eyebrows when business trips by executives take them to a resort 
hotel or on a hunting trip or to a city at a time in which nationally 
attractive sporting events are to be held. The nonbusiness pur- 
pose cannot hide under the guise of necessary business trips. The 
Commissioner has issued a circular (Number 57-85) to all field 
agents on this subject. 


ry. 

I HE COMMISSIONER hasn’t always been 
right in his treatment of moving expenses by holding that they 
are not deductible and by holding that any reimbursement of 


such expenses toa taxpayer accepting new employment is taxable 
income. Two employees of the Sandia Corporation were offered 
reimbursement for their moving expenses as an inducement to 
accept this new employment. The only time the Commissioner 
does not tax reimbursed moving expenses is where an employee 
is transferred, in the interest of his employer, from one place 
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to another. But the court wouldn't let this item be taxed simply 
because the employment was new.—WMills v. U. S., 51-2 ustc 
7 9766 (DC N. M.), and Woodall v. U. S., 57-2 uste J 9767 
(DC N. M.). 


ReEGARDLEsS of the uses to which it is 
put (cement or wallboard manufacture, fertilizer or soil condi- 
tioner), gypsum is stone, said the court. The word “stone” as 
used in 1939 Code Section 114(b)(4)(A)(i) has the meaning 
commonly understood by persons engaged in mining or quarry- 
ing of natural nonmetallic mineral deposits, and is not limited, 
as contended by the government, to stone used for its physical 
properties or in building construction. The defendant was, there- 
fore, entitled to a 5 per cent depletion allowance on its gross 
income from its property. An article coauthored by the attorney 
for the plaintiff appeared in the February, 1956 issue of TAXes 
(White and Brainerd, “Percentage Depletion of Minerals—A 
Costly Study in Definitions’) —United States Gypsum Company 
v. U. S., 57-2 ustc § 9788 (DC IIl.). 


Ir ANY of your clients have been turned down 
on their requests for refunds based on the sickness disability 
payments under uninsured company plans, they should ask for a 
reconsideration of the rejection due to a recent decision of the 
Supreme Court.—Haynes v. U. S., 57-1 uste € 9536. 


Tue FIVE-YEAR STATUTE of limita- 
tions was applied to 1949 income where the taxpayer had omitted 
over 25 per cent of gross income on his return. In 1950, however, 
a year in which there was unreported income, the five-year 
statute did not apply because the unreported income was due to 
excessive deductions.—David Courtney, CCH Dec. 22,425, 28 TC 
—, No. 71. 


A DISTRICT COURT in Tennessee issued 
an injunction against the collection of excise taxes. The taxpayer 
paid $1,000 on account of a $13,006 assessment. After listening 
to 13 government witnesses, the court said the assessment was 
based wholly on suspicion and conjecture—therefore, arbitrary, 
capricious, erroneous and void. So, the taxpayer was allowed to 
recover the $1,000 he had paid, with interest —McFarland v. U. S., 
57-2 ustc J 9733 (DC Tenn.). 


Interpretations 





Banks which have been adding to their 
bad debt reserves based on 90 per cent government-insured 
loans will not be required to recompute past years, but, to the 
extent of the government guarantee, these loans must now be 
eliminated in the computing of bad debt reserves.—Reyv. Rul. 57-210. 


JUKE BOX RECORDS are subject to the 
manufacturers’ excise tax on phonograph records.—Rev. Rul. 
57-256. 


T HE supplementary U. S.-France Tax Con- 
vention became effective June 13, 1957. Tax rates on interest 
and dividends are reduced. There are new provisions as to the 
tax on short-term movement of business and personnel. 


An EMPLOYER made a gift of $10,000 to 
the estate of a deceased officer. This amount approximated the 
salary he would have earned from the time of his death to the 
end of the year. The board of directors passed a resolution that 
the officer be “memorialized through the payment by this com- 
pany at this time of a gratuity for the benefit and use of his 
family” to the executor of his estate “in order that it may result 
in benefit and comfort to all members of his family who were 
remembered by him under his will.” This payment was a gift. 
The Tax Court held that the fact that the corporation took a 
deduction for this payment as a business expense was not con- 
trolling in determining the character of the payment to the estate. 
The payment was a gift and, therefore, excludible from the gross 
income of the estate.—Estate of Frank J. Foote, CCH Dec. 22,406, 
28 TC —, No. 58. 


Ir WAS CONTENDED that five minor chil- 
dren each owned a one-ninth partnership share in a family part- 
nership. While not controlling, it was pointed out to the court 
that there was no accounting to or supervision by the probate 
court of the guardianship estates and, also, that the partnership 
was engaged in an illegal business. The fact that apparently had 
considerable weight in holding that a bona-fide partnership did 
not exist—that is, the children were not the real owners of a 
capital interest—was that the withdrawals showed unequal treat- 
ment of the children, whereas each owned a one-ninth interest 
and the withdrawals should have been in proportion.—Mathew J. 
Spiesman, Jr., CCH Dec. 22,411, 28 TC —, No. 62. 
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Tax news from the nation’s capital as it is made by the executive, the 


legislative and the judicial branches of government. 


Headlining this 


month's report: Depreciation allowances and ‘‘phantom profits” . . . furlough 


travel and the transportation tax . . 


. Congress and the Excise Tax Tech- 


nical Changes Bill and the Technical Amendments Bill . . . Congressional 
committee and tax hearings . . . Supreme Court and ‘‘slot’’ machines . . 
Internal Revenue Service and crackdown on ‘“‘business’’ and other expenses. 


Our Cover 


To twist a phrase, “Where there’s smoke, 
there’s profit.” Last year, according to some 
recent figures, corporate profits amounted to 
$43.7 billion. In seasonally adjusted rates, 
the economy wound up 1956 with a fourth- 
quarter rate of $46.7 billion annually in 
profits. This spurt has carried over into 
1957 and preliminary estimates of the Coun- 
cil of Economic Advisers report first-quarter 
corporate profits at the rate of $46.5 billion 
annually. 


A number of mouths feed at the profit 
table. Hungriest of all is the federal gov- 
ernment which took a $22.1 billion bite from 
the 1956 profits of $43.7 billion. Next came 
the stockholders, whose share amounted to 
$12 billion. Left as undistributed profits was 
the sum of $9.7 billion. (Because of round- 
ing, figures do not total.) 


These undistributed profits become a bone 
of contention between management, or- 
ganized labor and_ stockholders. Labor, 
which has already had been paid prior to 
profits, wants a larger share; so do the 
shareholders. Management says these profits 
are needed for preservation and expansion 
of business. 

Management may have the stronger case, 
particularly in view of the fact that a big 
portion of the undistributed profits figure 
may be strictly illusory. This arises from 
the fact that it 
more expensive to replace obsolete equip- 


is becoming increasingly 
ment. Equipment purchased 15 to 20 years 
ago may, in some cases, require an expendi- 
ture of nearly twice as much today for 
replacement purposes. Yet, under the gov- 


Washington Tax Talk 


ernment’s tax policy, depreciation is based 
on original or historical cost. This is the 
depreciation that is deducted before the 
profits-before-taxes figure is arrived at. The 
hard fact is that when business replaces 
equipment, it must do so at an inflated price. 
There are many voices currently advocating 
that the government take cognizance of 
inflation in its tax-policy treatment of depre- 
ciation. It is argued that the government 
should permit depreciation of plant and 
equipment ona replacement-cost basis. 


The difference between what may be set 
aside under original-cost depreciation and 
what should be set aside under replacement- 
cost depreciation has been referred to as 
“phantom profits.” It appears in charts 
such as that on our cover as part of “profits 
before taxes,” but is not actually profit at 
all, since, sooner or later, it must be ex- 
pended just to preserve the status quo of 
industry. It is estimated that these “phantom 
profits” now amount to about $6 billion a 
year. If such is the case, then the figure of 
$9.7 billion of undistributed profits for 1956 
actually represents $6 billion which must be 
retained to and 
only $3.7 billion for the expansion purposes 


preserve the status quo 
of management or for the enlarged demands 
of labor and of stockholders. It 


seem to be a very large pie to slice. 


does not 


The President 


President Eisenhower signed H. R. 7954, 
a bill exempting furlough travel of service 
personnel from the transportation tax, into 
law (Public Law 85-74) on June 29. The 
new law raises the mileage rate limit on 
fares eligible for the exemption to 2.5 cents. 
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The Congress 
Excise Tax Technical Changes Bill.—The 


first over-all technical revision of the gen- 
eral excise-tax provisions since 1932 is on 
its way toward enactment. The House of 
Representatives on June 20 passed and 
cleared for the Senate the “Excise Tax 
Technical Changes Bill of 1957” (H. R. 
7125, the Forand bill). The bill also rep- 
resents a complete rewriting, the first since 
shortly after the Civil War, of the provisions 
of the Internal Revenue Code dealing with 
the taxes on distilled spirits. 


The bill mixes business with pleasure. 
In addition to eliminating instances of com- 
petitive discrimination between manufac- 
turers that crop up under the present Code 
wording, the bill should make it cheaper for 
teenagers to dance at their favorite milk- 
bars. Such places, which cater to young 
people by offering snacks and light non- 
alcoholic refreshment along with space for 
dancing would be exempted from the 20 per 
cent cabaret tax. 

It is estimated by Jere Cooper, chairman 
of the House Ways and Means Committee, 
that passage of the 429-page bill, if enacted, 
would cause a modest revenue loss of $15 
million annually. 


The bill is divided into two sections. 
Title I, which revises the general excise tax 
provisions, makes numerous changes in re- 
tailers’, manufacturers’ and similar types of 
excise taxes. It completely rewrites provi- 
sions relating to the communication and 
documentary stamp taxes and the credit and 
refund provisions. 

Title II makes changes in Code provi- 
sions relating to taxes on distilled spirits, 
wines, beer, tobacco products and firearms. 
It would provide for a system of paying 
tobacco taxes by returns rather than by 
stamps and would advance the due date for 
the payment of the special occupational 
taxes in the case of alcoholic beverages. 


Technical Amendments Bill.—Following 
closely after the passage by the House of 
the bill making changes in the excise tax 
laws, the House Ways and Means Com- 
mittee, on June 26, ordered H. R. 8381,. the 
“Technical Amendments Bill of 1957,” fav- 
orably reported to the floor of the House. 
Once this bill is brought before the House, 
fast action should result, since the Ways 
and Means Committee has been granted a 
“closed rule” limiting debate to four hours. 


The bill is intended to eliminate unintended 
benefits and hardships in the income, estate 
and gift tax provisions of the 1954 Code 
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and, also, to remove technical errors and 
ambiguities in the tax statutes. In contrast 
to the bill changing the excise tax laws, 
which is expected to cause a loss of revenue, 
the technical amendments bill is expected 
to bring about some increase in revenue. 
Future effects of the bill would be the pre- 
vention of the use of many tax-avoidance 
devices, which, while not causing substantial 
revenue losses at present, might result in 
declining tax receipts in the future. 

The following problems and suggested 
solutions for unintended benefits and hard- 
ships that have developed under the 1954 
Code are dealt with by the bill: 


Where tax-exempt state and local gov- 
ernment bonds are purchased at a premium, 
the premium would be amortized over the 
life of the bond. The 30-day and five-year 
rules would be removed, so that dealers 
would be treated the same as other holders 
of tax-exempt bonds. 


The FCC policy, announced on September 
27, 1956, that it will issue tax certificates 
only where a sale is required by a change 
in FCC policy or rules, would be incorporated 
in the Internal Revenue Code. 

Transfers of installment obligations to 
controlled life insurance companies would 
be denied status as tax-free transfers. 


Corporations sometimes buy stock just 
before a dividend is payable with a view to 


receiving dividend income. Then, immedi- 
ately after the date on which the dividend 
becomes payable, the stock is sold. A de- 
ductible loss equal to the dividend income 
is usually realized. In this case the corpora- 
tion can obtain a tax saving. A similar 
problem exists where stock is sold short 
and at about the same time identical stock 
is purchased. Adjustments to the amount 
of dividends subject to the 85 per cent cor- 
porate dividend deduction or in the basis of 
the stock sold would be required to prevent 
double deductions. 

In the case of purchases and sales of 
regulated investment company stock by 
dealers around capital gain dividend dates, 
long-term capital loss treatment would be 
required for losses on sale of the stock 
shortly afterward. 

The amortization period for improvements 
made by a lessee would include any period 
over which the lessee has the right to 
renew the lease, but not longer than the life 
of the improvement. 


Where a taxpayer has deducted prepaid 
interest and subsequently makes a gift to 


(Continued on page 621) 
TAXES —The Tax Magazine 





rv Be ARP a EMI 


August, 1957 


The TAX MAGAZINE 


Vol. 35, No. 8 


Stock-Retirement Agreements— 


The Prunier and Sanders Cases 
By ALBERT MANNHEIMER and JOEL IRVING FRIEDMAN 


Millions of dollars are spent each year by corporations for 

premiums on life insurance, the proceeds of which will eventually be used 

to purchase the stock of deceased shareholders. The decisions in 

the two cases discussed in this article have excited renewed interest in the 
question as to whether such arrangements can result in constructive 
dividends. The authors believe that the decisions are limited to the 

unique facts presented in those cases. They are members 

of the New York law firm of Nathan, Mannheimer, Asche, Winer & Friedman. 


T WO RECENT CASES,’ both of which 


are being appealed, have served to re- 


open discussion of an old tax question, 
namely, whether an agreement, under which 
a corporation is to retire the stock of a 
stockholder when he dies, should be avoided 
on the ground that in one way or another 


it can result in constructive dividends.’ 


Facts in Prunier Case 


In the Prunier case, two brothers owned 
substantially all the stock of a corporation. 
In the taxable year involved, brother H 
was named the beneficiary of policies in- 
suring the life of brother J. Similarly, J 
was named the beneficiary of policies insur- 
ing the life of H. The corporation owned 
none of this insurance and had no rights 
in it whatsoever, except such rights, if any, 


as were created by corporate minutes which 
recited that in the event of the death of 
either brother the proceeds of the insurance 
on his life should go to the corporation to 
be used by it to buy the stock of the 
deceased brother. The corporation paid the 
premiums on the insurance. The case holds 
that the premium payments constituted con- 
structive dividends to the brothers.* 


Facts in Sanders Case 


In the Sanders case, the corporation and 
its four stockholders entered into a formal 
stock-retirement agreement funded by life 
insurance on the life of each stockholder. 
Again, the premiums were paid by the 
corporation. Each stockholder had the right 
to designate the beneficiary of the policy 
insuring his own life, but the estate of 





1Henry E. Prunier, CCH Dec. 22,327, 28 TC 
—, No. 4 (1957): Sanders v. Fox, 57-1 ustc 
| 9661, 57-2 ustrc { 9794, 149 F. Supp. 942 (DC 
Utah). 

2It will be assumed throughout that taxa- 
bility as a constructive dividend could not be 
avoided because of insufficient corporate earn- 
ings or surplus. 


Stock-Retirement Agreements 


% Seven Tax Court judges participated in the 
case. Three dissented on the ground that 
the corporation was in a position, because of the 
minutes, to collect the proceeds upon the death 
of a brother and use them to buy his stock, and 
that such purchase would benefit the corpora- 
tion as well as the surviving stockholders, 
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Prior articles on this subject 

by these authors appeared in TAXES in 
May, 1950, and May, 1951: 

‘Stock Retirement Agreements"’ and 
‘Insurance to Fund Stock-Retirement 
and Buy-and-Sell Agreements.” 


each deceased stockholder was bound to 
surrender the decedent’s stock in return for 
the full proceeds of the insurance on the 
decedent’s life, or for the agreed value of 
the stock, whichever was the greater. As 
in the Prunier case, it was held that the 
premiums constituted constructive dividends 
to the stockholders. 


Departures from Conventional 
Stock-Retirement Arrangement 


3y conventional stock-retirement arrange- 
ment we mean an arrangement: 


(1) under which the corporation binds 
itself to retire the stock of a deceased 
stockholder at some agreed-upon fair valua- 
tion; and 


(2) under which, if it is funded by life 
insurance, the corporation owns the life 
insurance, lock, stock and barrel, and the 
corporation or a trustee acting on its behalf 
is named beneficiary. 


It is not our aim to point out in detail 


the various differences between the con- 
ventional stock-retirement arrangement and 
those that were made in the Prunier and 
Sanders cases.* We believe it sufficient to 
mention the more glaring differences. 


In both the Prunier and Sanders cases, 
it was the stockholders—not the corpora- 
tion—who had the right to name the bene- 
ficiary of the insurance. In both cases, the 
estate of a deceased stockholder was en- 
titled to receive, at the very least, the full 
proceeds of the insurance on his life, re- 
gardless of the value of his stock. In the 
Prunier case, the insurance was owned by 
the brothers and there was no express 
commitment on the part of the corporation 
to buy the stock of the deceased brother. 
In the Sanders case, the agreement was to 
come to an end if, at the time any premium 
became due, the corporation did not have 


available any surplus or current corporate 
earnings which, but for the payment of 
such premium, would be available for dis- 
tribution as dividends.° 


The concern about the Prunier and Sanders 
cases has not been created because there 
is any difficulty in distinguishing the ar- 
rangements in these cases from the conven- 
tional stock-retirement arrangement funded 
by life insurance. The only cause for con- 
cern is certain language contained in the 
majority opinion in the Prunier case and 
in the opinion and government brief in the 
Sanders case. 


Language in Prunier Case 


In the majority opinion in the Prunier 
case, the court observed: 


(1) that the corporation would not have 
been enriched by receiving the proceeds 
from the insurance on the life of a deceased 
brother and using them to purchase the 
stock he had owned in the corporation; 


(2) that the corporation’s indebtedness to 
creditors would have remained undiminished ; 


(3) that while the corporation would have 
eliminated the decedent’s stock interest, the 
interest of the surviving stockholders would 
have been increased. 


Then the majority opinion observes: 


“In this situation and since the record does 
not otherwise indicate any benefit which might 
flow to the corporation from the purchase 
of a deceased insured’s stock interest, we 
conclude that the corporation was 
neither the beneficial owner nor the bene- 
ficiary of the insurance policies re 


It concludes with a statement to the effect’ 
that the premiums constituted constructive 
dividends because the brothers were the 
beneficiaries of the insurance and the cor- 
poration was not. 


It is not clear whether the majority in the 
Prunier case was of the view that the insur- 
ance in that case—or the entire arrange- 
ment in that case—was of no benefit to the 
corporation, or whether stock-retirement ar- 
rangements in general are of no benefit to 
a corporation. 





*So far as the Prunier case is concerned, a 
detailed discussion will be found in Lawthers, 
“‘Prunier Offers No Threat to a Sound Insured 
Buyout Plan,’’ 7 Journal of Taxation 2 (July, 
1957). 

5 We omit reference to the fact that the cor- 
poration in the Prunier case was a family cor- 
poration and that in the Sanders case three 
members of the family, during the taxable 
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years in question, owned at least 87 per cent 
of the outstanding stock, because so far as the 
conventional stock-retirement arrangement is 
concerned, the qyestion of whether there was 
a constructive dividend would not depend on 
whether the corporation was a family corpora- 
tion (except as the attribution rules under Sec. 
318 of the 1954 Code might prove a factor). 
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Language in Sanders Case 


In the Sanders case, the court wrote (1) 
that the pivotal point for decision was 
whether the stockholders, the corporation 
or both derived benefits from the insurance; 
(2) that the record disclosed several benefits 
which inured equally to the stockholders 
and the corporation; and (3) that one of 
the benefits to the corporation was that it 
was assured of keeping its stock intact. 


The court’s opinion leaves open to doubt 
the specific grounds on which it decided 
in favor of the government. We believe, 
however, that the holding was based largely 
on the following argument contained in 


the government’s brief: 


“Although continuity of management can 
be considered a benefit to the corporation, 
it is an advantage that flows to the corpo- 
ration as an incidental result of the Stock 
Purchase Agreement. Recognizing that con- 
tinuity is an incidental benefit to the corpo- 
ration, the stockholders actually are the 
ultimate beneficiaries. In a small, closely 
held corporation, especially where a single 
family owns the overwhelming majority 
of the stock, the light should be permitted 


to shine through and the actualities of the 
transaction examined. Paramount-Richards 
Th., Inc. v. Commissioner, ‘supra; Casale v. 
Commissioner, supra.” ° 


Questions Considered 


In the light of the foregoing, we now 
discuss three separate constructive dividend 
questions, namely, (1) whether, if a con- 
ventional stock-retirement arrangement is 
funded by life insurance, the premium pay- 
ments made by the corporation are con- 
structive dividends to the stockholders; 
(2) whether, entirely apart from insurance, 
the payment made by the corporation to 
retire the stock of a deceased stockholder 
constitutes a constructive dividend to his 
estate; and (3) whether, entirely apart 
from insurance, the payment made by the 
corporation to retire the stock of a deceased 
stockholder constitutes a constructive divi- 
dend to the surviving stockholders.’ 


Premium Payments 
as Constructive Dividends 


At the outset it should be noted that 
there can be no constructive dividend unless 





®Our belief that the court in the Sanders 
case relied on the quotation is somewhat evi- 
denced by the fact that in its opinion it quoted 
at length from both Paramount-Richards Thea- 
tres, Inc. v. Commissioner, 46-1 ustc { 9170, 153 
F. (2d) 602, aff’'g CCH Dec. 14,085(M), 3 TCM 
806, and Oreste Casale, CCH Dec. 21,921, 26 TC 
—, 131 (1956), the two cases cited in the pas- 
sage quoted above from the government’s brief. 
Moreover, on another point the government’s 
brief made reference to the stockholders re- 
ceiving the ‘‘major’’ benefits of the arrange- 
ment. 

It strikes us that the reference in the quota- 
tion to Paramount-Richards is inapplicable. In 
that case, it was one of the stockholders, not 
the corporation, who was to have the option to 
buy the decedent's stock. The corporation itself 
was not a party to the agreement. It had 
neither the opportunity nor the obligation to 
buy the decedent’s stock, and under no circum- 
stances was it to receive any of the proceeds 
of the insurance, despite the fact that it paid 
the premiums. 

The transaction in Oreste Casale was held to 
be a sham—an attempt by a 98 per cent stock- 
holder to get surplus out of his corporation 
by resorting to a deferred-compensation agree- 
ment funded by life insurance. This factual 
pattern is not to be confused with the conven- 
tional stock-retirement agreement whereunder 
a deceased stockholder’s estate must surrender 
its stock interest to the corporation. Inciden- 
tally, Oreste Casale is being appealed. We 
share the view of many others that it should 
be reversed on the ground, among others, that 
the corporation owned the insurance, lock, 
stock and barrel. Lawthers, ‘‘Weakness in 
Casale Decision: Insolvency Could Destroy Ben- 
efit to Owner-Employee,’’ 5 Journal of Taxation 
342 (December, 1956). 


Stock-Retirement Agreements 


* For a discussion of the effect of the accu- 
mulated earnings tax (imposed under Sec, 531 
of the 1954 Code, the successor to Sec. 102 of 
the 1939 Code), see our paper, 29 TAxES—The 
Tax Magazine 393 (May, 1951). The tax is im- 
posed when a corporation is availed of for the 
purpose of avoiding the income tax with re- 
spect to its shareholders by permitting earnings 
and profits to accumulate ‘‘beyond the reason- 
able needs of the business.’’ There still is no 
case or ruling bearing directly on the question 
as to whether the carrying of insurance to fund 
a stock-retirement arrangement constitutes a 
reasonable need of the business. However, there 
have been some recent developments. 

On the one hand, in Pelton Steel Castings 
Company, CCH Dec. 22,344, 28 TC —, No. 20 
(1957) (where earnings in excess of $200,000 
were permitted to accumulate and were used to 
enable the corporation to retire the stock of 
two stockholders who together held 80 per cent 
of the outstanding stock), the court, finding an 
intent to avoid the income tax, imposed the tax. 

On the other hand, the new Sec. 531 is more 
lenient than old Sec. 102. A credit is allowed 
consisting of that part of the earnings and 
profits which is retained for reasonable busi- 
ness needs. Moreover, the maximum credit is 
not less than the amount by which $60,000 ex- 
ceeds the accumulated earnings at the close of 
the preceding taxable year, after deducting 
any dividends paid within two and one-half 
months thereafter. 

Under the new section as under the old, the 
imposition of the tax will turn on a multiplicity 
of factors. For reasons set forth in our earlier 
paper, we believe it will be the rare case where 
insurance used to fund a stock-retirement ar- 
rangement will prove to be the ‘‘proverbial 
straw.”’ 
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and until there has been a distribution by 
the corporation. If, as is the situation under 
the conventional stock-retirement arrange- 
ment, the corporation is the sole owner of 
the insurance and it (or a trustee on its 
behalf) is the sole beneficiary, no distribu- 
tion takes place at the time the premiums 
are paid. All the corporation does is ex- 
change one asset for another, that is, cash 
for insurance. 


Until the decedent dies, no one can fore- 
tell whether anybody other than the corpo- 
ration will benefit from the insurance—much 
less which stockholder, if any, will benefit 
from any given policy. Before any stock- 
holder dies, the corporation may be dis- 
solved. Sons may come into the business. 
The stock-retirement agreement may be 
canceled and the insurance converted into 
key-man insurance, or the corporation may 
become insolvent and the insurance end up 
in the hands of its creditors. 


The foregoing is borne out by a Letter 
Ruling dated June 7, 1953, in which the 
following situation was presented. A stock- 
retirement agreement was entered into be- 
tween a corporation and its three principal 
stockholders, one of whom was its vice 
president. The agreement provided that 
in the case of severance of employment by 
death, the purchase price of the decedent’s 
stock would be augmented by an amount 
equal to one year’s salary plus a lump-sum 
payment which, in the case of the vice 
president, was to be $20,000. The corpora- 
tion funded the agreement by life insurance, 
taking out a $20,000 policy on the life of the 
vice president. The corporation owned the 
policy and retained all rights thereto, in- 
cluding the right to change the beneficiary, 
but proposed to name the vice president’s 
wife as the beneficiary of the policy covering 
his life. The ruling concluded with this 
sentence addressed to the vice president: 
" since’ you have no control over the 
the premiums paid by the 


policy 
corporation are not includible in your gross 
income.” 


Payment for Stock 
As Constructive Dividend to Decedent 


Under the conventional stock-retirement 
arrangement, a distribution occurs for the 


8’ Cf. Palmer v, Commissioner, 37-2 ustc { 9532, 
302 U. S. 63, 70. For general discussion of con- 
structive dividends, see Toll, ‘‘Constructive Div- 
idends,’’ Proceedings of Second Annual Tax 
Institute of the University of Southern Cali- 
fornia (1951), p. 211. 

*Bmeloid Company, Inc. v. Commissioner, 
51-1 ustc § 66,013, 189 F. (2d) 230 (CA-3). 
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first time when the stock of a deceased 
stockholder is retired. Usually the distribu- 
tion will be made to (or for the benefit of) 
the estate or family of the deceased stock- 
holder. Whether this distribution will be 
taxable as a dividend depends exclusively 
upon whether it meets one of the statutory 
tests prescribed in Section 302 (“Distribu- 
tions in Redemption of Stock’’) of the 1954 
Code. In most cases, by reason of the fact 
that the redemption will completely termi- 
nate the decedent’s interest in the corpora- 
tion within the meaning of Section 302(b) (3), 
there will be no dividend. 


Payment for Stock As Constructive 
Dividend to Surviving Stockholders 


However, suppose it were contended that 
the conventional stock-retirement arrange- 
ment serves no corporate purpose—or, at 
most, serves only an “incidental” corporate 
purpose—and that, therefore, the distribu- 
tion to the estate of the deceased stock- 
holder should be regarded as a distribution 
made for the benefit of the surviving’ stock- 
holders. 


Answers to this argument include the 
following: 


(1) The conventional stock-retirement 
arrangement has “neither the purpose nor 
effect” of distributing corporate surplus 
to the surviving stockholders.* They merely 
end up with a larger interest in a smaller 
corporation. There is neither logic nor 
authority which suggests that this change 
per se constitutes a distribution of surplus. 


(2) It is the corporation—not the sur- 
viving stockholders—which acquires the 
decedent’s stock. The corporate entity can- 
not be disregarded. As appears from the 
concluding paragraph of the quotation set 
forth below from the text of the court 
of appeals’ opinion in the Emeloid® case, 
there are significant differences between 
the corpc ration acquiring the stock and the 
surviving stockholders acquiring it.” 


(3) There is ample authority to establish 
that the acquisition by a close corporation 
of stock of a deceased stockholder does 
serve a corporate purpose and that the 
acquisition of the stock of a living stock- 
holder may likewise serve such purpose. 


” Thus, if the corporation acquires the stock, 
it becomes the owner and can reissue it for new 
eapital, Also, the mode of acquisition affects 
the cost basis of the stock of the surviving 
stockholders. Moreover, if the surviving stock- 
holders acquire the stock, they might do so in 
such manner as to modify their proportionate 
interests. 
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Precedents on Retirement of Stock 
of Deceased Stockholder 


In the Emeloid case,” the taxpayer-corpo- 
ration, in 1942, took out insurance on the 
lives of its two principal stockholders. It 
took out the insurance in the form of single 
premium policies and borrowed $97,500 to 
pay the premiums, because it had been ad- 
vised that it would be allowed to deduct 
the interest on the loan and that the loan 
would qualify for the borrowed invested 
capital credit under the excess profits tax 
law. A _ stock-retirement agreement was 
not made until 1946, but then it was imple- 
mented in part by the single premium poli- 
cies taken out in 1942—policies originally 
taken out ostensibly as key-man insurance. 


The question in the case was whether the 
$97,500 of indebtedness qualified for the 
borrowed invested capital credit, and this 
turned on whether the indebtedness was 
incurred for business reasons. The Tax 
Court decided against the taxpayer. We 
quote from its opinion because it so closely 
parallels some of the language contained 
in the opinion in the Prunier case: 


“The benefit to the petitioner of such a 
transaction appears highly remote. 


“Concluding, as we must from the evi- 
dence before us, that the policies here were 
purchased as part of a stock purchase plan 
for the personal interests of petitioner’s 
two common stockholders and not for any 
business purpose of petitioner itself, we 
must approve the respondent’s determina- 
tion.” 


The court of appeals reversed.” Referring 
to the stock-retirement agreement as the 
trust and to the fact that the insurance 
was originally taken out as key-man insur- 
ance, it wrote: 


“The trust was designed to implement 
that original purpose, and, at the same 
time, add a further business objective, viz., 
to provide for continuity of harmonious 
management. Harmony is the essential 
catalyst for achieving good management; 
and good management is the sine qua non 
of long-term business success. Petitioner, 
deeming its management sound and _ har- 
monious, conceived of the trust to insure 
its continuation. Petitioner apparently antici- 


11 CCH Dec. 17,713, 14 TC 1295 (1950). 

2 Cited at footnote 9. 

13 CCH Dec. 12,803, 47 BTA 462 (1942). 

% There are two tax cases not mentioned in 
the text involving arrangements whereunder 
the stock of a stockholder was to be purchased 
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pated that, should one of its key stockholder- 
officers die, those beneficially interested in 
his estate might enter into active participa- 
tion in corporate affairs and possibly intro- 
duce an element of friction. Or his estate, 
not being bound by contract to sell the 
stock to petitioner, might sell it to adverse 
interests. The fragile bark of a small busi- 
ness can be wrecked on just such uncharted 
ce. 


“The trust agreement provides petitioner 
with a method of subjecting all potential 
purchasers to a screening test, thus per- 
mitting the corporation to choose its new 
shareholders in a highly selective manner. 
Funds derived from the resale would then 
be available to the petitioner and provide 
it with needed working capital. 


“The interpretation placed on the trust 
agreement by the Tax Court was clearly 
erroneous. The corporate intent stated in 
the instrument is to provide for continuity 
in the management and policies of the 
company. The Tax Court made no finding 
that such was not a proper corporate pur- 
pose. It concluded that the ‘real purpose of 
the insurance was to provide a means 
whereby the survivor could purchase 
the stockholdings of the decedent. That 
conclusion has no support in the record. 
The petitioner, not the survivor, is to purchase 
the stock of the decedent. The difference 
between a contract of purchase on the 
part of the corporation and one on behalf 
of the surviving stockholder is more than 
a highly technical distinction. Significantly 
different legal incidents flow therefrom.” 


In Edgar M. Docherty,” a typical stock- 
retirement arrangement implemented by life 
insurance was blocked because of the large 
value of the stock. Accordingly, recourse 
was had to a reorganization whereunder 
some of the stock was exchanged for bonds. 
The question was whether the transaction 
was entitled to recognition as a tax-free 
reorganization. The court said that the 
purpose of the transaction was “explained 
as a means, in this closely held corpo- 
ration, of facilitating the purchase of the 
shares held by any of the four shareholders 
in the event of his death, and thus to assure 
the continuance of harmonious ownership 
and control.” The recapitalization was sus- 
tained as serving a legitimate business 
purpose.” 


on his death. One is the Paramount-Richards 
case, cited and distinguished at footnote 6. 
The other is Thomas F. Doran, CCH Dec. 
21,738(M), 15 TCM 629, which in all pertinent 
respects is similar to the Paramount-Richards 

(Continued on following page) 
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Precedents on Retirement of Stock 
of Living Stockholder 


In Fred F. Fischer, ® a brother and sister, 
among others, were stockholders in a family 
corporation founded by the father. When 
the father died, the threatened to 
bring receivership proceedings against the 
corporation because of alleged mismanage- 
ment on her brother’s part. She also threat- 
ened to contest the father’s will. However, 
the brother and sister entered into a general 
settlement contract under which the brother 
agreed to corporation to buy 
the sister’s stock at a price substantially 
in excess of its book value, and the sister 


sister 


cause the 


in return agreed to abandon the receivership 
proceedings and to let the will stand. The 
Commissioner contended that there was a 
taxable dividend to the stockholders, other 
than the sister, to the extent that the price 
paid by the corporation for her stock ex- 
ceeded its fair market value. The court 
decided to the contrary. It said that when 
a corporation pays its earnings to a stock- 
holder for some purely personal purpose, 
the result would be a dividend, but that 
in buying the sister’s stock, the corporation 
was serving a purpose of its own, even 
though it was also paying for the settle- 
ment of the will contest—obviously a non- 
matter. The corporate purpose 
was described by the court as “promoting 
harmony in the conduct of the business and 
securing it from annoying interference and 
threats of legal proceedings.” 


corporate 


J 


In Snite v. Commissioner,” a corporation 
bought back some of its own shares from 
two of its main stockholders. The corpora- 
tion had a large earned surplus. The ques- 
tion was whether the transactions were 
taxable merely as sales of capital assets 
or whether the occurred at such 
times and in such manner as to render the 
payments for the stock essentially equiva- 
lent to the distribution of taxable dividends 
under Section 115(g) of the 1939 Code. The 
contended that the purpose 
of the sales was to siphon off surplus at 
capital gains However, the stock 
was actually acquired by the corporation 


sales 


government 


rates. 


(Footnote 14 continued) 
ease. In the Doran case, the corporation paid 
premiums on insurance, the proceeds of which 
were received by a trustee under an agree- 
ment to buy the stock of the deceased stock- 
holder—not for the corporation, but for the 
accounts of the other stockholders, Cf. Lowis 
H. Zipp, CCH Dec. 22,358, 28 TC —, No. 32 
(1957). 

% CCH Dec. 15,797(M), 6 TCM 520. 

16 49-2 ustc § 9470, 177 F. (2d) 819 (CA-7), 
aff’'g CCH Dec. 16,311, 10 TC 523 (1948). 
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so as to facilitate resales to key employees 
and thus assure their loyalty. The court 
held that the purchases by the corporation 
of its own stock with this end in view 
served a legitimate corporate purpose, and 
there are other cases to the same effect.” 

There are holdings in favor of the govern- 
ment which nevertheless indirectly reflect 
that the retirement by a corporation of the 
stock of a particular stockholder may serve 
a corporate purpose. In Wall v. U. S.,.* 
W and M each owned half of the stock 
of a corporation. M died and his stock 
was acquired by C. C controlled another 
business which was the corporation’s chief 
competitor. W _ personally agreed to buy 
C’s stock on credit, but thereafter W = as- 
signed his purchase contract to the corpo- 
ration and as a result corporate funds were 
used to acquire C’s stock on behalf of the 
corporation. 


The court held that the corporate funds 
used to purchase C’s stock were construc- 
tive dividends to W, but it carefully based 
its holding on the single ground that since 
it was W individually who originally agreed 
to buy C’s stock, corporate funds had been 
used to discharge W’s personal obligation. 
The opinion makes it plain that if the 
original obligation to purchase had been 
made by or on behalf of the corporation, 
the purchase would not have resulted in a 
constructive dividend to W. From this it 
follows that the view of the court was that 
the redemption of C’s stock served a corpo- 
rate purpose. Otherwise, the question as to 
who undertook the purchase originally 
would have been academic. 

There are other cases which follow the Wall 
pattern and in which the courts indicate 
that there would have been no constructive 
dividend if, in the first instance, the agree- 
ment had been made by or on behalf of the 
corporation.” 


Conclusion 

Each year for many years, millions have 
been paid out by corporations as premiums 
on life insurance used to fund conventional 
stock-retirement arrangements. Neverthe- 

17 Bernard A. Armour, CCH Dec. 12,810-F 
(August 6, 1942); H. F. Asmussen, CCH Dec. 
9808, 36 BTA 878 (1937). 

18 47-2 ustc § 9395, 164 F. (2d) 462 (CCA-4). 

”% Frank P. Holloway, CCH Dec. 18,722(M), 
10 TCM 1257, aff'd, 53-1 ustc { 9378, 203 F. (2d) 
566; Ruphane B. Iverson, CCH Dec. 8372, 29 
BTA 863 (1934): George D. Mann, CCH Dec. 
9108, 33 BTA 281 (1935). In these cases there 
was dissension among the stockholders. 
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less, with respect to conventional stock- 
retirement arrangements, it appears that no 
court has ever held (1) that the premium 
payments constitute constructive dividends 
to the stockholders; (2) that the distribution 
in the case of a complete redemption of 
the decedent’s stock constitutes a dividend 
to his family or estate; or (3) that such 
distribution constitutes a dividend to the 
surviving stockholders. This circumstance 
tends to confirm the view that the language 
used by the government and the court in the 


IT'S LAW BUT IT ISN'T JUSTICE 


Medical researchers report that what 
makes the difference between a good 
fighter pilot and an “ace” is the amount 
of peripheral or side vision he has— 
that is, how well he can see objects 
(enemy planes) which are not in his 
direct line of sight. 

Reader Lewis Gluick, CPA, Miami, 
Florida, is one of a number of tax 
experts who would like to see a little 
more peripheral vision in the Internal 
Revenue Code, particularly in regard 
to the matter of deductions. 

He relates that a few months ago 
he had the misfortune to lose his spec- 
tacles while walking. It would have 
cost him $25 to replace them, and the 
replacement would have been deduct- 
ible as a medical expense. However, 
the glasses were found and returned 
to him; and he paid the finder a re- 
ward. But the reward, though much 
less than the cost of replacing the 
glasses, is not deductible. “That’s the 
law,” said Mr. Gluick, “but it ain’t 
‘ustice.” 

Sometimes justice triumphs, but it 
usually has quite a bit of help from 
disgruntled taxpayers. Mr. Gluick re- 
lates the story of a client of his who 
a number of years ago had the mis- 
fortune to lose his only daughter just 
before Christmas. In those days the 
dependency status at the end of the 
year determined whether or not the $400 
deduction would be allowed. The un- 
fortunate father was not permitted a 
deduction for his daughter for the year 
of her death. His protests, together 
with those of many others, caused 
Congress to change the law. “In fact,” 
said Mr. Gluick, “the new Code went 
into reverse. A dependent for even 
one minute gives the exemption for 
the year.” 
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Sanders case and by the court in the 
Prunier case was intended to apply exclu- 
sively to the unique facts presented in those 
cases. In any event, tf that language were 
based on the view that under a conventional 
stock-retirement arrangement, the corpo- 
rate entity may be disregarded and the 
corporate payments treated as constructive 
dividends, it would be in conflict with basic 
principles as to the recognition of the cor- 
porate entity and established precedents as 
to corporate purpose. [The End] 


The child-support provisions of the 
Code are a further area where Mr. 
Gluick would request more peripheral 
vision. “There ought,” says he, “to 
be statutory authority for the proposi- 
tion that if the father is obliged to pay 
support for the children, he gets the 
exemption.” Judging from his own 
case experience, Mr. Gluick relates 
that “there must be hundreds of thou- 
sands of cases in which the mother 
claims the exemption on the ground 
that she contributed one dollar more 
than the father.” He has yet to see a 
case in which the father won. He tells 
of his acquaintanceship with two law- 
yers who will not take the man’s side, 
since they claim they can’t win. “The 
treatment of the father is definitely 
not justice,” says Mr. Gluick. 


For the amount of the money in- 
volved, a little more peripheral vision 
as regards the nonbusiness bad debt 
allowance would be far more impor- 
tant, according to Mr. Gluick. He 
described two cases, one of which in- 
volved a lawyer and the other a real 
estate broker, but both involved res- 
taurants in which the two men had 
invested. When their investments 
turned sour, they plunged into the 
businesses in an attempt to salvage 
what they could, neglecting their reg- 
ular businesses almost to the point of 
abandonment. But, since they were 
not in the business of lending money 
to restaurants, they were denied their 
losses as business bad debts. “Money 
advanced in good faith, with the ex- 
pectancy of making money, is a busi- 
ness bad debt, if not recovered, no mat- 
ter what the Treasury and the courts 
may say,” stated Mr. Gluick. “But as 
things stand now, only Congress can 
make it so. Speak up!” he advises. 








The problem discussed by Mr. Teschner is the proper reporting, 

for income tax purposes, of expenses incurred in the sale of a capital 
asset. An elaborate case law is being built up in the 
nonbusiness-deduction area of tax law. These cases are distinguishable, 
but the burden of making the distinction is on the taxpayer. 

The author reviews the decisions and points out 

when the taxpayer should litigate issues under Section 212. 


Expense of Sale: 


F THE COMMISSIONER were the 

lawgiver in the income tax field, there 
would be no basis for a charge that the 
type of law he is currently making in the 
expense-of-sale area is not within his bailiwick. 
But since Congress at least pretends to 
retain some residual jurisdiction over taxes, 
a survey of this somewhat-neglected prob- 
lem is warranted. The inquiry will have 
been justified if it succeeds in merely indi- 
cating the direction of analysis which should 
be taken in the cases. 


The problem is easily defined. Schedule D 
of the various income tax returns has been 
prescribed for the tax reporting of capital 
gains; column g of that schedule, labeled 
“expense of sale,” anticipates a listing of 
the various expenses incurred by the tax- 
payer in selling a capital asset. If a given 
expenditure is not deductible as an expense 
elsewhere, it is naturally to a taxpayer's 
advantage to itemize it as a column g deduc- 


2 Assume a taxpayer is in the 80 per cent 
bracket with long-term capital gain from the 
sale of shares of $100,000. Assume further that 
the taxpayer had paid $20,000 in legal fees for 
advice concerning the subject matter of the 
sale—the advice had been to sell the shares, 
which was followed. If the $20,000 is listed as 
an expense of sale, it will effectively reduce 
the taxes by $5,000; but if the legal fees are 
taken as nonbusiness expenses, the effective tax 
reduction will be $16.000. 

2 1954 Code Sec. 162: 

“Sec. 162. Trade or Business Expenses. 

(a) In General.—There shall be allowed as 
a deduction all the ordinary and necessary 
expenses paid or incurred during the taxable 
year in carrying on any trade or business . 

§ 1954 Code Sec. 212: 

“Sec. 212. Expenses for Production of In- 
come. 

“In the case of an individual, there shall be 
allowed as a deduction all the ordinary and 
necessary expenses paid or incurred during 
the taxable year— 

““(1) for the production or collection of in- 
come ; 

“(2) for the management, conservation, or 
maintenance of property held for the produc- 
tion of income; or 
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tion; but if a listing in column g forecloses 
allowance of the expense as an offset against 
ordinary income, and the effective surtax 
bracket of a taxpayer reporting a long-term 
capital gain exceeds 22 per cent, significantly 
larger taxes result froma column g listing.’ 
A considered estimate that thousands of 
dollars in such excess taxes have been paid 
is warranted not only by the likelihood of 
inadvertent expense-of-sale listing by tax- 
payers, in ignorance of the alternative pos- 
sibility, but also by the probability that the 
ill-defined law discourages the garden-variety 
taxpayer from resorting to the courts. 


In the typical case, the Commissioner 
contends that a given expense can be de- 
ducted only as an expense of sale in column g 
of Schedule D, while the taxpayer asserts 
that the expense can be used to offset ordi- 
nary income either as an ordinary and 
necessary business expense* or as a non- 
business expense *—it does not matter which.‘ 


““(3) in connection with the determination, 
collection, or refund of any tax."’ 

*“A deduction under this section is subject, 
except for the requirement of being incurred 
in connection with a trade or business, to all 
the restrictions and limitations that apply in 
the case of the deduction under section 23 
(a) (1) (A) [now 1954 Code Sec. 162] of an 
expense paid or incurred in carrying on any 
trade or business.’’. S. Rept. 1631, 77th Cong., 
2d Sess. (1942), at Sec, 121 discussion. 

See also Davis v. Commissioner, 45-1 vustc 
7 9418, 151 F. (2d) 441 (CCA-8), cert. den., 327 
U. S. 783 (holding that the taxpayer could not 
deduct SEC registration costs and selling com- 
missions under the newly enacted nonbusiness- 
expense section (1939 Code See. 23 (a) (2) 
which originated as Sec. 121 (a) of the Revenue 
Act of 1942) since if the taxpayer had been in 
the business of selling securities, he could not 
have deducted the amounts paid as ordinary 
and necessary business expenses but would 
have been compelled to claim the deductions 
as expenses of sale.) 
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Before the expense-of-sale problem even 
becomes of concern to the taxpayer, how- 
ever, he must be able to prove that the 
expense being considered is an otherwise- 
deductible ordinary and necessary business 
or nonbusiness expense. When he has done 
so under all the usually applicable tests,° 
he must face the final argument by the 
Commissioner: 


Granted that the expense is ordinary and 
necessary and bears the necessary proximity 
to the taxpayer’s business or to his attempts 
to produce or collect income, this expense is 
different because it was incurred in connec- 
tion with the purchase or sale of a capital 
asset. That being so, it is necessarily capital 
in nature and must either be added to the 
basis of the acquired asset or offset against 
the capital gain realized on a sale. 


The plausibility of that reasoning, coupled 
with the presumption of accuracy accorded 
it because of its source, should forewarn 
the sophisticated taxpayer. It will be profit- 
able to him to check the basic premise first: 
Must related expense items necessarily be 
offset against capital gain? 





‘It is not the function of this article to ex- 
plore the intricacies of that problem. Briefly 
stated, an expense must be ordinary (usual in 
the circumstances), necessary (a prerequisite 
to the collection or anticipated collection of in- 
come), and attributable to current operations 
(and not merely to a purchase of good will). 
The practical man also will accept the often- 
heard statement that expenditures of establish- 
ing or protecting title cannot be expensed 
(Kelly v. Commissioner, 56-1 ustc { 9170, 228 
F. (2d) 512 (CA-7)). But see Northern Trust 
Company v. Campbell, 54-1 ustc { 9304, 211 F. 
(2d) 251 (CA-7) (allowing the remainderman of 
a trust to deduct as nonbusiness expenses legal 
fees incurred by him in defending a claim 
for federal estate taxes asserted against him 
as transferee): and Trust of Bingham v. Com- 
missioner, 45-2 ustc { 9327, 325 U. S. 365 (hold- 
ing deductible legal fees paid for advice con- 
cerning the most advantageous way to termi- 
nate a trust). 

Other limitations are: (1) The expense must 
not be a personal expense (A. D. Amerise, 
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Deductibility of a given expenditure is 
not determined by the characterization of 
its related income. 


Expenses paid to obtain a return of capital 
are not excluded per se from classification 
as ordinary and necessary expenses. The 
case of Megargel v. Commissioner * concerned 
an attempt by a taxpayer to deduct legal 
fees as nonbusiness expenses. A prior suit 
for rescission and an accounting had been 
filed by the taxpayer against transferees of 
corporate stock. The suit was founded upon 
alleged fraudulent representations which 
induced the plaintiff to transfer the stock. 
Before trial the plaintiff had been paid 
$120,000 in full settlement of his claim. 
Upon these facts the Tax Court held that 
the $120,000 was capital gain, but that the 
Commissioner’s contention that if the ex- 
penditures were paid merely to obtain a 
return of capital they would not qualify as 
nonbusiness deductions was erroneous since 
even the regulations stated that “income” 
includes capital gain. The regulations still 
so read,’ primarily because that statement 


CCH Dec. 13,183, 1 TC 1108 (1943) (holding that 
if expenses are personal, it is unnecessary to 
consider applicability of the nonbusiness-ex- 
pense section)). (2) The expense must not have 
been paid for lobbying (Textile Mills Securities 
Corporation v. Commissioner, 41-2 ustc { 9784, 
314 U. S. 326). (3) The expense must not vio- 
late any declared public policy (see Lilly v. 
Commissioner, 52-1 ustc { 9231, 343 U. S. 90 
(1951)). Compare Commissioner v. Doyle, 56-1 
uste { 9441, 231 F. (2d) 635 (CA-7) (allowing a 
gambler’s wage and rent payments as ordinary 
and necessary business expenses) with Hein- 
inger v. Commissioner, 43-1 ustc { 9287, 133 F. 
(2d) 567 (CCA-7), aff'd, 441 usrc § 9109, 320 
U. S. 467 (1943). 

* CCH Dee. 13,729, 3 TC 238 (1944). 

* Proposed Regs. Sec. 1.212-1. Nontrade or 
nonbusiness expenses. 

““(b) The term ‘income’ for the purpose of 
section 212 includes not merely income of the 
taxable year but also income which the tax- 
payer has realized in a prior taxable year or 

(Continued on following page) 


575 








was contained in both the House and Senate 
reports accompanying the 1942 Revenue Act.* 


Seldom has the Commissioner relied upon 
the argument that an expenditure should be 
denied deduction under the nonbusiness 
section simply because the related income 
was capital in nature. One such case, how- 
ever, was that of Manning v. Commissioner.® 
Reference to the Tax Court opinion, incor- 
porated bodily as the opinion of the court 
of appeals, discloses that the controversy 
was whether the taxpayer could deduct 
legal fees paid to prevent the government 
from holding him liable as a transferee of 
certain corporate assets. In holding that 
such legal fees were deductible, the court 
stated, at pages 874 and 875: 


“ 


. since the original transaction was 
proximately related to the production or 
collection of income, any litigation arising 
out of that transaction involving its tax 
consequences would also proximately relate 
to the production or collection of income, 
and, therefore, fees and expenses paid in 
connection with such litigation would be 
deductible ... .” 


The Manning case held that legal fees paid 
to prevent transferee liability were deductible 
nonbusiness expenses even though capital gain 
iticome was realized by the transferee on the 
original transfer to him. Since this case can 
be easily distinguished from our situation, 
however, perhaps reference should be made 
to a subsequent case. In a 1951 Tax Court 
case, Carl W. Braznell,* a taxpayer had 
had a judgment entered against him for 
breach of contract, the judgment being held 
by a broker whom the taxpayer had retained 
to secure a purchaser for his real estate. 
The Commissioner assessed a deficiency on 
the grounds that the amount of the judg- 


(Footnote 7 continued) 

may realize in subsequent taxable years; and 
is not confined to recurring income but applies 
as well to gains from the disposition of prop- 
erty. ... 

“(d) Expenses, to be deductible under sec- 
tion 212, must be ‘ordinary and necessary’. 
Thus, such expenses must be reasonable in 
amount and must bear a reasonable and proxi- 
mate relation to the production or collection 
of taxable income or to the management, con- 
servation, or maintenance of property held for 
the production of income... . 

“‘(n) Capital expenditures are not allowable 
as nontrade or nonbusiness expenses. . . 

5S. Rept. 1631, 77th Cong., 2d Sess., Sec. 121 
(1942). Nontrade or nonbusiness deductions. 

“The term ‘income’ for this purpose com- 
prehends not merely income of the taxable 
year but also income which the taxpayer has 
realized in a prior taxable year or may realize 
in subsequent taxable years, and is not confined 
to recurring income but applies as well to gain 
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ment was capital in nature, presumably be- 
cause the income realized by the taxpayer 
on the sale of the realty was capital in 
nature, The Tax Court, in holding for the 
taxpayer, confined its opinion to the tangent 
of whether property held for capital gain 
could nurture deductible nonbusiness ex- 
penses; the court held property so held 
could do so. 


It would be a mistake for a taxpayer to 
believe that he is merely being ethical by 
offsetting expenditures against related capi- 
tal gain income. The Commissioner himself 
had néver been so punctilious. The case of 
Steckel v. Commissioner™ presents an inter- 
esting illustration of the Commissioner’s 
adaptability. In that case the taxpayer was 
mterested in establishing a high basis in 
certain stock and, with that end in view, 
argued that various expenditures for legal 
services were capital in nature. The Com- 
missioner argued that these expenses were 
not capital but, rather, were ordinary and 
necessary nonbusiness expenses. The court 
held in favor of the Commissioner, remarking : 


“To a large extent the remaining services 
consisted of watching the day by day [cor- 
porate] affairs . .. in order to safeguard 

[taxpayer’s] investment e 


Since the expense-of-sale—deductible-ex- 
pense dichotomy originated in a regulation, 
it should be narrowly construed. 


Robert H. Jackson, while acting as assist- 
ant general counsel for the Bureau of In- 
ternal Revenue in 1935, wrote the memo- 
randum opinion which initiated the present 
controversy.” An opinion was requested 
from the Department as to whether com- 
missions paid in connection with purchases 
and sales of securities could be deducted 
as ordinary and necessary business expenses. 


from the disposition of property. Expenses 
incurred in managing or conserving property 
held for investment may be deductible under 
this provision even though there is no likelihood 
that the property will be sold at a profit or 
will otherwise be productive of income, and 
even though the property is held merely to 
minimize a loss. with respect thereto. .. . 

“Expenses, to be deductible under section 
23 (a) (2), must be ordinary and necessary, 
which rule presupposes that they must be rea- 
sonable in amount and must bear a reasonable 
and proximate relation to the production or 
collection of income, or to the management, con- 
servation, or maintenance of property held for 
that purpose."’ 

*45-1 ustc § 9294, 148 F. (2d) 821 (CCA-6), 
aff'g per curiam, for reasons stated, CCH Dec. 
13,923, 3 TC 853 (1944). 

CCH Dec. 18,145, 16 TC 503 (1951). 

" CCH Dec. 21,803, 26 TC —, No. 75. 

2G. C. M. 15430, XIV-2 CB 59. 
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Jackson, speaking for the Bureau, remarked 
that commisisons paid in connection with 
both purchases and sales were direct ex- 
penses of acquiring and disposing of the 
property and, therefore, were direct charges 
against the profit, or increased the loss, 
arising from any specific purchase or sale 
transaction. The only authority of sub- 
stance which Jackson was able to cite was 
a reference to long-standing regulations to 
that effect. With the premise of capital 
offset established, it was then stated that 
no departure from that normal method of 
treatment could be authorized except “in 
those cases where the detail of accounting 
on that basis is so burdensome as to make 
its use impracticable.” For purposes of 
the opinion, a trichotomy was established, 
namely, a dealer in securities, a trader in 
securities and an occasional seller or pur- 
chaser acting on his own account. The 
opinion concluded by stating that a dealer, 
because of the complexity of his accounting 
problems, could deduct amounts expended 
for commissions as ordinary and necessary 
business expenses. Since both traders and 
occasional sellers were required to account 
in their tax returns for the profit or loss 
on each individual sale, stated Jackson, the 
exception to the normal method of treat- 
ment (as offset against the price) did not 
apply to them. 


It was not long before a rash of cases 
faced the courts in which taxpayers con- 
tended that the above memorandum was 
invalid. In the case of Helvering v. Winmill,® 
a taxpayer had deducted, as expenses, broker- 
age commissions incurred in the purchase of 
securities. The government insisted that 
these payments were capital and part of the 
cost of the purchased security. The case 
squarely posed the issue as to whether pay- 
ments were expenses or part of the cost. 
The Board of Tax Appeals held for the 
Commissioner; but the court of appeals, 
reversing, held that the payments were 
expenses if the taxpayer was in the business 
of buying securities. The taxpayer evidently 
was a trader in securities but was not a 
dealer within the meaning of the above 
memorandum, The Supreme Court reversed 
the case on appeal. The Court first adverted 
to the long-continued administrative regu- 
‘lations and Congressional re-enactment, then 
stated that the broker’s commissions con- 
stituted part of the acquisition cost of the 
securities. Even though the taxpayer was 
engaged in the business of buying and 


18 38-2 ustc J 9550. 305 U. S. 79. 
“42-1 uste § 9345,.315 U. S. 626 (1941). 
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selling securities, he did not have the right 
to deduct commissions as expenses, accord- 
ing to the Supreme Court. 


The Winmill case was limited to commis- 
sions paid on the purchase of securities; it 
did not, by its terms, apply to sales com- 
missions. Three years after Winmill was 
decided, the Supreme Court decided the 
case of Spreckels v. Helvering.“ In that case 
the taxpayer was engaged in the business of 
buying and selling securities as a trader but 
not as a dealer. For 1934 and 1935 the 
taxpayer paid certain selling commissions 
to brokers. Both his books and his tax 
returns showed deductions of these com- 
missions from the selling price on each 
transaction before the net profit or loss was 
determined. During the course of a case 
involving another issue, the Board of Tax 
Appeals upheld the taxpayer's contention 
that the selling commissions could properly 
have been deducted as ordinary and necessary 
business expenses. The court of appeals re- 
versed the board, and the Supreme Court 
affirmed this reversing opinion. In a some- 
what naive opinion, the Court adverted to 
the controlling memorandum and the long- 
continued regulations of the Bureau. The 
Court stated that practical bookkeeping dif- 
ficulties constituted the only reason for per- 
mitting deductibility to dealers in securities. 
In a footnote, the Court indicated that it 
did have some knowledge of the real reason 
for the trichotomy established, such real 
reason constituting the fact that only a 
dealer was taxable on gain from security 
transactions as on ordinary income. 


The Winmill and Spreckels cases, along 
with G. C. M. 15430, constitute the ancestors 
of the present line of cases concerning our 
problem. Often the Commissioner does not 
rely directly upon Spreckels and Winmill, but 
rather cites derivative cases. Albeit the 
precedent is weak in this area, the original 
cases do hold that commissions paid, both 
upon the purchase and upon the sale of 
securities, must be offset against the selling 
or purchase price. Unless affirmative action 
is taken by Congress, probably the Spreckels 
and Winmill cases will eventually be over- 
ruled. Until the time comes when a tax- 
payer proves hardy enough to want to 
challenge those cases, it will pay to abide by 
those decisions. So long as those cases 
do constitute the law, a taxpayer must show 
that any given expenditure is different in 
principle from a commission before he will 
be entitled to an expense deduction.” 


% James M. Straub, CCH Dec. 17,161, 13 TC 
288 (1949). 
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The doctrine of the Spreckels and Win- 
mill cases does not compel capital treat- 
ment of a given expenditure unless such 
expenditure is part of an identifiable sales 
transaction. 


Transamerica Corporation, a holding com- 
pany, formed Associated American Dis- 
tributors, Inc. (hereafter known as AAD), 
all of the capital stock of which was owned 
directly or indirectly by Transamerica. The 
principle function of AAD was to create and 
restore confidence of the public in Trans- 
america and to get Transamerica stock dis- 
tributed as broadly as possible. AAD ac- 
complished this by soliciting orders from 
former customers for Transamerica stock 
and by encouraging purchases of Trans- 
america stock on the open market. Both 
AAD salesmen and dealers employed by 
AAD were compensated by receiving a 
percentage of the orders they submitted to 
Transamerica. At the year’s end, Trans- 
america paid AAD a sufficient amount to cover 
all its expenses, including these commissions. 


In Transamerica Corporation v. U. S.," the 
taxpayers sought a refund on the grounds 
that the Commissioner had erroneously re- 
quired that amounts paid to AAD be ex- 
cluded from expenses. The Commissioner 
based his contention of exclusion upon the 
ground that the expenditures were properly 
capital expenditures. Held: For the tax- 
payer. The Court of Claims adverted to the 
fact that the Commissioner argued against 
deductibility upon the ground that expendi- 
tures connected with sales of a corporate 
taxpayer's stock are capital expenditures. 
In challenging this contention of the Com- 
missioner, the court stated, at page 475: 


“.. that rule [of Spreckels and Winmill] 
applies only where the transactions involved 
are of a capital nature, which was not the 
case here. The carrying out by plain- 
tiff and AAD of the plan here involved 
did not involve capital transactions within 
the meaning of the taxing statutes. The 
plan was primarily and essentially an ad- 
vertising and publicity program ... based 
upon legitimate and reasonable methods of 
currently increasing and improving plain- 
tiff’s business and its income, and we think 
the expenditure an ordinary and 
necessary expense ws 


O’Malley v. Yost," is authority for the 
proposition that only expenditures directly 





16 46-1 ustc { 9255, 65 F. Supp. 470 (Ct. Cls.). 

™ 51-1 usrc § 9147, 186 F. (2d) 603 (CA-8). 

*% Estate of Winifred L. Milner, CCH Dec. 
12,948(M), 1 TCM 513. The Tax Court stated 
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related to a given sales transaction are 
capital in nature. In that case a husband 
had paid his wife a certain amount so that 
she would join in a deed of realty. He 
attempted to deduct the amount paid her 
as an expense of sale. The district court 
held for the taxpayer; upon appeal, the 
Court of Appeals for the Eighth Circuit 
reversed the lower court. In holding that 
the money paid was not an expense of sale, 
the court remarked that the payment was 
in no way connected with the sale of the 
property, but that its sole function was to 
enable the taxpayer to convey a good title. 
This is one case which could be utilized 
to meet the Commissioner’s implied argu- 
ment that whenever a sale could not have 
been made “but for” a certain expenditure, 
that expenditure is necessarily capital in 
nature. 


Assuming arguendo the correctness of 
the sales-transaction rationale, it does not 
require capitaliz ition of all expenses in- 
curred during a process of sale. 


Despite the logical inconsistency of the 
“but for” test for required capitalization 
treatment, the approach is one to be 
reckoned with in this area of tax law. Ap- 
plication of this argument has been at- 
tempted by the Commissioner in several 
cases involving the deductibility of legal 
and accounting fees as ordinary and neces- 
sary expenses; elaboratien of the test has 
also been urged: Not only is capitalization 
mandatory where a sale would not have 
resulted had a given expenditure not been 
made, but also capitalizaiton is required of 
every expenditure incurred during a process 
of sale. The logical thrust of the Commis- 
sioner’s position has compelled him to urge 
that even those expenditures unnecessary 
to a subsequent sale cannot be expensed, 
and that allocation between capital and 
expense, even when based upon the nature 
of each factually separable expenditure, is 
improper. 


The weakest facet of the Commissioner’s 
position is his nonallocation argument. Al- 
location is properly made on the basis of 
individual expenditures although the lia- 
bilities are incurred during a sales process. 
In one of the first cases™ decided after the 
1942 amendments, the Commissioner dis- 
allowed legal and auditing fees, investment 
counsel fees and sales commissions as 


that the 1942 Revenue Act changes made it un- 
necessary to determine if the taxpayer, trading 
in securities for her own account, was engaged 
in a trade or business. 
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deductions to a trader in securities. Upon 
the basis of the Spreckels case, the Tax 
Court sustained the disallowance of the 
sales commissions as expenses, but then 
upheld the taxpayer as to the expense de- 
ductions claimed for the other expenditures. 


Allocation is easily justified when ex- 
penditures are distinct, as where separate 
payments are made to lawyers, accountants 
and brokers. More difficult is the situation 
in which an attempt is made to allocate a 
single fee or several fees paid to the same 
organization. Difficulty aside, however, here 
again distribution is proper if factually 
justified: Justification exists whenever tax- 
payers can show that given portions of 
total payments are ordinary and necessary 
allowable expenses, are not incurred in title 
acquisition or preservation, and are not, in 
actuality, commissions paid upon a sale or 
purchase. 


In Coke v. Commissioner,” the only issue 
was whether the taxpayer was entitled to 
deduct as a nonbusiness expense any por- 
tion of a $92,000 legal fee which had been 
paid in a successful attempt by the tax- 
payer to set aside a divorce settlement.” 
While there is some question about the ac- 
curacy of the theory of allocation followed 
in the case, in which a partial deduction 
was allowed, the holding emphasizes the 
desirability of maintaining accurate time 
records. Advantageous also would be care- 
fully prepared billing statements upon which 


amounts referable to title protection, to pro- 
curance of a seller or purchaser, to prepara- 
tion of sales documents and to general 
investment-portfolio maintenance are stated 
with particularity.” 


Precision in the distribution of fees ac- 
cording to the nature of work done will not, 
of course, terminate the problem: It then 
becomes necessary to meet certain argu- 
ments by the Commissioner urging non- 
deductibility of expenditures, albeit they 
are made for clearly identified services. 
Factual situations are so varied that little 
can be gained from the cases. Legal fees 
paid by a dissenting shareholder to recover 
the fair value of his shares in a company 
being merged with another corporation 
have been held to be deductible nonbusiness 
expenses.” The Commissioner will attempt 
to limit this case by emphasizing that under 
the state law there applicable (California) 
a forced sale had really taken place before 
the legal services were rendered. At least 
one circuit went on record (in Ward v. 
Commisstoner™) as holding that if a lawyer 
is employed before sale for the mere pur- 
pose of obtaining a higher sales price, 
amounts paid him for such services are 
capital in nature. The Ward case probably 
can be distinguished from a prior decision 
in the Fifth Circuit holding that legal fees 
paid an attorney by a seller to enforce a 
contract to sell shares of stock were deduc- 
tible as ordinary and necessary nonbusiness 
expenses." Possibility of distinction not- 





% CCH Dec. 18,532, 17 TC 403 (1951), aff'd 
per curiam, 53-1 ustc { 9197, 201 F. (2d) 742 
(CA-5). 

2 The taxpayer discovered after her divorce 
that certain stocks standing in the name of her 
former husband, which had been acquired by 
him during their marriage, were in fact com- 
munity property. The taxpayer hired attorneys 
to set aside the prior settlement and related 
provisions of the divorce decree, to secure an 
accounting as to the community property and 
to obtain a general accounting from the hus- 
band. The Commissioner contended that the 
entire amount of $92,000 paid for attorneys’ 
fees constituted capital expenditures, whereas 
the taxpayer contended that the portion of the 
expenses not applicable to recovery of title 
should be deducted under Sec, 23 (a) (2) (1954 
Code Sec. 212). The suit between the husband 
and the taxpayer had been compromised after 
it was filed. The court held that the legal fees 
were capital expenditures to the extent that 
they were incurred to recover the plaintiff's 
basis and costs in her stock, but that the bal- 
ance of the legal expenses were deductible as 
ordinary and necessary nonbusiness expenses. 

*% The importance of such particularity is 
made evident by an inspection of cases such 
as Dykema v. Commissioner, 55-1 usre { 9155, 
218 F. (2d) 535 (CA-6, 1954). The Tax Court 
found that a portion of legal services rendered 
was concerned with taxpayers’ rights as pre- 
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ferred shareholders, but that the lawyers were 
retained solely to effectuate a disposition of the 
taxpayers’ stock. A Tax Court decision disal- 
lowing any deduction was reversed with re- 
mand ‘‘to determine what portion of the serv- 
ices rendered relates solely to petitioners’ rights 
arising from their status as preferred stock- 
holders and what portion is referable to the dis- 
position or exchange of a capital asset."’ 
2 Heller v. Commissioner, 45-1 uste { 9169, 147 
F. (2d) 376 (CCA-9). 
28 55-2 ustc {| 9537, 224 F. (2d) 547 (CA-9, 1955). 
* Naylor v. Commissioner, 53-1 ustc { 9285, 
203 F. (2d) 346 (CA-5), rev’'g CCH Dec. 18,656, 
17 TC 959 (1951). After an enforceable contract 
of sale existed, a seller of corporate stock 
employed an attorney to secure a better price 
for him. The Tax Court held that the legal fees 
of $28,000 were deductible only as an offset 
against the amount received for the stock, The 
rationale of the Tax Court decision was that 
the legal fees were really brokerage-nature ex- 
penses. Said the Tax Court in part, at p. 963: 
“The services of the attorney urging an in- 
terpretation thereof, to effect the sale, appears 
as an integral part of the process of sale, which 
would not have taken place without either agree- 
ment on the interpretation, or compromise."’ 
The decision of the Tax Court was in accord- 
ance with the ‘“‘process of sale’’ theory which 
the Commissioner likes. The case is marginal, 
(Continued on following page) 
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withstanding, however, the Ward case ap- 
pears to arise from a judicial environment 
relatively unfavorable to the taxpayer. The 
case assumes, without examination, the ac- 
curacy of the Commissioner’s premise that 
expenditures must be capitalized simply be- 
cause they are closely related to the sale 
or purchase of a capital asset. 


The most recent judicially determined 
attempt by the Commissioner to require 
capitalization of legal fees which resulted in a 
sale in fact, and which were paid for services 
without which there would have been no 
sale, was rebuffed in the Straub case. The 
taxpayer, president of a supposedly “family” 
corporation, was in the unenviable position, 
along with other family members, of own- 
ing but a minority of the shares in the Fort 
Pitt Bridge Works. Consonant with an in- 
fectious disease of our times, the hitherto 
docile directors seized control. Legal ad- 
vice was sought and given: Regain majority 
control. This was done by purchasing stock 
through a broker acting in an undisclosed 
capacity. In 1945, the taxpayer paid $5,050 
in legal fees for the legal counsel given; 
this amount was taken as a nonbusiness- 
expense deduction. After payment of a de- 
ficiency assessment, suit in the district 
court was commenced with a result favor- 
able to the plaintiff.” 


If one wishes to assume the validity of 
the Commissioner’s major premise, he must 
operate within the hazy area prescribed by 


(Footnote 24 continued) 

however, in that it cannot be said that ‘but 
for’’ the services of the attorney, there would 
have been no sale. In the reversing decision 
by the court of appeals, it was noted that an 
enforceable contract of sale existed when the 
attorney entered the picture. Because of this, 
it was unnecessary for the taxpayer to employ 
a broker to sell his stock. The court stated 
in part, at p. 347: 

‘*There was no dispute about the title to the 
stock or petitioner's duty to deliver it. The 
controversy was over the amount due .. . 
Petitioner's attorney was employed after an 
enforceable contract of sale existed. The gain 
realized by petitioner upon the disposition of 
his stock was income collected within . 
Section 23 (a) (2) . . Wi 

% Straub v. Granger, 56-1 ustc f 9551 (DC Pa.). 
Defendant's motion for judgment after the 
plaintiff had introduced testimony was denied. 
Although procedural emphasis was on the al- 
leged nonnecessary nature of the expenses, the 
defendant argued the usual cost-of-property- 
acquired—capital expenditure argument. The 
court based its contrary decision upon two 
grounds, and in arriving at that decision stated: 

“First . The question of acquiring 
stock control, or perfecting title to the stock, 
did not originate with the Straubs but came 
into being only after they were told by counsel 
they could maintain their position in the com- 
pany in that manner. It can not be doubted 
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the cases. In the absence of directly ap- 
plicable precedent (and the Ward case 
should not be extended beyond the Ninth 
Circuit unless an examination of local cases 
indicates it will be followed), all qualified 
expenditures which are not directly refer- 
able to services usually performed by 
brokers in connection with sales transac- 
tions should be expensed. Assuming a 
broker has a right to prepare sales docu- 
ments in a particular jurisdiction, for ex- 
ample, a _ practical test to determine 
deductibility of legal fees would require 
capitalization of only those amounts paid 
lawyers for brokerlike services and would 
authorize expense charges for all otherwise- 
deductible legal fees paid for the perform- 
ance of lawyerlike services. The fact that 
the lawyerlike services occur during a 
process of sale would be irrelevant. But 
whether a given controversy requires an 
attempt to distinguish the applicable cases 
or compels challenge of the tap-root suf- 
ficiency of the cases themselves, passive 
acceptance of expense disallowance can only 
be justified either by cost of challenge or 
by a desire to prevent scrutiny of other 
facets of a taxpayer’s position. 


The anatomy of changing tax law—the 
process-of-sale test is not properly author- 
ized by the law. 


Only in situations in which some people 
vindicate their rights in court are others 


that the subsequent dealings of James M. 
Straub with counsel contributed to the end 
result of taxpayers’ obtaining additional shares 
of stock, but nevertheless, title to the stock 
eventually acquired was not perfected by their 
expenditures for legal services. On the whole, 
the court is satisfied that such subsequent con- 
ferences and legal services are regarded properly 
in relation to the purpose for which taxpayers 
obtained counsel rather than to the increased 
ownership which resulted. What was involved 
essentially was the rendition of advice as to 
a method in which they could protect their 
investment in the company and as to the man- 
ner in which that could be done. .. . 
“Secondly, the cases have established a well- 
defined exception to the rules defendant con- 
tends for, which depends upon a determina- 
tion, where questions of defending or perfect- 
ing title to property may be involved, of what 
the main and primary purpose of the taxpayer 
has been in incurring the legal, or other, ex- 
penses in issue, .the fact that taxpayers’ 
ownership in the corporation was increased 
partly through the services of counsel does not 
establish that counsel was paid for acquiring 
stock. If counsel was retained in the manner 
in which he was because the Straubs feared 
their investment was unsafe in the control of 
the existing management, payment to counsel 
was not part of the cost of property acquired 
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able to reap the benefit of clearly defined 
legal principles. The evolution of the law 
concerning deductibility of certain expenses 
incurred in connection with short sales of 
stock is a good illustration of this truism. 


During the period that a seller of stock 
is “short,” his contract requires him to give 
the lender all the benefit which the lender 
would have received if he had retained the 
stock. Accordingly, when a dividend is 
declared on stock, the short seller must pay 
the lender an amount equal to such divi- 
dend. In Dart v. Commissioner,” a trader, 
Dart, admittedly was engaged in the busi- 
ness of buying and selling securities. The 
Board of Tax Appeals held that amounts 
paid to brokers to cover dividends on stock 
loaned by brokers to the taxpayer were not 
deductible as ordinary and necessary busi- 
ness expenses, but had to be considered as 
capital expenditures in determining the 
taxpayer’s gain or loss upon the completion 
of. any transaction. Upon appeal, held: 
Reversed. It should be noted that this 
opinion was handed down in the same year 
that G. C. M. 15430 was promulgated by 
Robert H. Jackson on behalf of the Bureau. 
It will be recalled that in that memorandum 
no authority was given by Mr. Jackson 
other than that a long-standing series of 
regulations had provided that commissions 
had to be treated as capital items. If Mr. 
Jackson could issue such a ruling without 
authority, so too could the Court of Ap- 
peals for the Fourth Circuit. The court 
adverted to the findings of the Board of 
Tax Appeals to the effect that the taxpayers 
were engaged in buying and selling securi- 
ties as a business. Without citing authority, 
the court refuted the Commissioner’s 
position that the expenditures were capital 
in nature. The court did not see how any 
value could be added to something not in 
existence. To the Commissioner’s attempt 
to establish a trader-dealer dichotomy, the 
court simply stated that the real test is the 
character of the transaction that occasions 
the payment. 


The Commissioner, of course, was not 
willing to give in without a fight. In 
Commissioner v. Levis Estate," the taxpayer 
a trader, was actively engaged in buying 
and selling securities on his own account. 
The board expunged deficiencies assessed 
by the Commissioner and held that the 
taxpayer was entitled to deduct as an ordi- 


nary and necessary business expense the 
amount representing dividends paid by him 
to a broker during the short period. The 
board also allowed as deductions the amounts 
paid as premiums for loans of borrowed 
money and commissions paid to other 
brokers on sales of stock. Upon appeal, 
the Court of Appeals for the Second Circuit 
reversed the decision of the board. The 
court disallowed the commissions upon the 
basis of the Spreckels case, then noted that 
the question of the deductibility of amounts 
equivalent to dividends and premiums paid 
was still an open question. The court re- 
ferred to G. C. M. 15430, then stated that no 
reason was apparent as to why expenses 
incurred in borrowing stock incident to 
selling short should not be treated the same 
as commissions. The court merely men- 
tioned the Dart case as being contrary. 


Undoubtedly many taxpayers followed 
the preceding cases, and probably thousands 
of dollars in extra taxes were paid as a 
result. Two taxpayers, however, Messrs. 
Wilson and Wiesler, felt that the Levis 
case had been incorrectly decided. In each 
of these companion cases™ from the Sixth 
and Ninth Circuits, it was held that ex- 
penditures equivalent to dividends incurred 
by those selling stock short were properly 
deductible as ordinary and necessary ex- 
penses. The Wiesler case, concerned with 
tax years 1936 and 1937, allowed the deduc- 
tions as ordinary and necessary business 
expenses; the Wilson case, concerned with 
a subsequent tax year, allowed deduction 
of such expenses as ordinary and necessary 
nonbusiness expenses. Certiorari, sought 
by the Commissioner in each of these cases, 
was denied by the Supreme Court.” 


Probably to avoid further litigation in 
this area, which would adversely affect his 
expense-of-sale rulings, the Commissioner 
conceded. In I. T. 3989, 1950-1 CB 34, 
it was stated that advice had been re- 
quested as to whether amounts equal to 
dividends paid by one selling short were 
deductible under Section 23(a)(2). The 
ruling first adverted to the recent decisions, 
and then continued: 


“It is believed that the deductibility of 
amounts paid in connection with stock bor- 
rowed to cover short sales should be deter- 
mined by the same standards whether a 





26 35-1 ustc { 9056, 74 F. (2d) 845 (CCA-4). 

27 42-1 ustc { 9463, 127 F. (2d) 796 (CCA-2), 

2% Commissioner v. Wilson, 47-2 ustre { 9367, 
163 F. (2d) 680 (CCA-9); and Commissioner v. 


Expense of Sale 





taxpayer is a trader in securities or is 
merely an investor, 
Wiesler, 47-1 vustc { 9278, 161 F. (2d) 997 
(CCA-6). 
2 332 U. S. 842 (1947). 
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it is held that amounts equal to 
dividends paid by an investor are 
allowable deductions under section 23(a)(2) 
pe Premiums paid by an investor in 
connection with the acquisition of such 
stock are also deductible under that section 
of the code.” 


Unless a given expenditure is more im- 
mediately connected with the process of 
sale than were the expenses involved in the 
Wilson and Wiesler cases, that expenditure 
should be deducted as an ordinary and 
necessary expense. But even if a given 
expense is more closely connected with a 
sales process than were the expenditures 
made in those cases, one would be mistaken 
to concede that capitalization is required. 


It would be hard to imagine a given 
expenditure which is more intimately as- 
sociated with the sales process than are 
expenditures incurred for federal stock 
transfer taxes. Many will undoubtedly as- 
sume that there is no question as to the 
proper treatment to be accorded expendi- 
tures for stamp taxes. This is not the case. 
The law in this area rests on nothing more 
substantial than two income tax rulings. 


Until 1955, I. T. 3806 was cited by tax 
collectors to support disallowance of the 
cost of documentary stamps as ordinary 
and necessary expense deductions; since 
1955, disallowance has also been based 
upon an I-meant-what-I-said supplemental 
ruling: 


Revenue Ruling 55-756, 1955-2 CB 536 


states: 


“Where a taxpayer purchases and sells 
securities as a trader or other non-dealer, 
the Internal Revenue Service considers the 
Federal stock transfer taxes as_ selling 
charges or offsets against selling prices in 
the same manner as attorney’s fees, brokers’ 
fees, or selling commissions. [ Citing 
Spreckels and Winmill.| The basis for this 
position is that the liability for Federal 
stock transfer taxes is a charge specifically 
attributable to the transaction of the par- 
ticular sale involved, whether it be an iso- 
lated transaction on the part of taxpayer 
or one of a series of transactions, rather 
than a general ordinary and necessary ex- 
pense under section 23(a) of the Code.” 


* TI. T. 3806, 1946-2 CB 41. Advice had been 
requested as to the impact of 1939 Code See. 
23(c)(1)(F) on the treatment of stock transfer 
taxes. Section 23(c)(1)(F) provided in essence 
that federal stamp taxes could not be deducted 
as taxes ‘‘but this sub-section shall not prevent 
such . taxes from being deducted under 
sub-section (a)."’ (Section 23(a) allowed deduc- 
tion of ordinary and necessary expenses.) The 
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The reason for the 1955 ruling is of more 
immediate interest than is the obvious at- 
tempt by the Commissioner to hoist himself 
by his own shoelaces. Reconsideration of 
I. T. 3806, which resulted in the subsequent 
ruling, becdme necessary when in 1953 the 
Court of Claims held that documentary 
stamp taxé$ were ordinary and necessary 
expenses ft a trader-—a nondealer—in 
securities.” Rather than being overawed 
by the government’s Winmill-Spreckels 
battle cry, the court simply noted that those 
cases were based upon long-standing 
Treasury regulations “which had survived 
several amendments and reenactments of 
the income tax law. Here we have no such 
situation.” Having thus demolished the 
government’s only authority, other than the 
Commissioner’s own unlegal rulings, the 
court was constrained to accord the tax- 
payer more than a rough equivalent of 
chancellorlike justice: 


“It seems to us that stock transfer taxes 
are so directly connected with the particular 
capital transactions on which they are im- 
posed, that it would be logical to change 
the law so as to require them to be capital- 
ized. But we think the Bureau .. . had 
no authority to so change the law by 
issuing an instruction to its staff.’ 


Summary 


Whether or not the Commissioner has 
authority to change the law by issuing in- 
structions to his staff, the fact of the matter 
is that he has done just that for all but a 
few taxpayers. The law for a good many 
citizens begins and ends with a deficiency 
letter; for most of the rest, threatened liti- 
gation determines their legal rights. For 
the majority, then, the law, being what the 
Commissioner says it is, is unfavorable, 


The law for those few who can challenge 
the Commissioner is good. Even assuming 
the validity of Winmill and Spreckles, nar- 
row construction of those cases is manda- 
tory; only commissions paid or incurred 
in connection with a sale or purchase of a 
clearly identifiable capital asset need be 
capitalized. The Commissioner must neces- 
sarily operate -within that doctrine; his only 

(Continued on page 585) 


ruling provided that dealers could deduct stamp 
taxes as ordinary and necessary business ex- 
penses, but that all others had to treat stamp 
taxes as being offsets against the selling price 
of securities. 

% Hirshon v. U. 8., 53-2 ustc § 9499, 116 F. 
Supp. 135 (Ct. Cls.), superseding 113 F. Supp. 
444. 
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On the Dollar-Value Method 


of Calculating Inventory Values Under LIFO 


By ARTHUR N. LORIG 


The author calls your attention to a possibility for error 
in the calculation of inventory values by the LIFO dollar-value method. 


He is a professor of accounting at the 


University of Washington, Seattle, and a certified public accountant. 


I N the commonly recommended procedure 
for calculating inventory values by the 
LIFO dollar-value method, there appears a 
suggestion which, if followed, could pro- 
duce erroneous results.’ It relates to the 
compilation of the annual index of price 
changes through comparing the ending in- 
ventory at end-of-year prices with the same 
inventory at beginning-of-year prices. The 
suggestion is that an inventory item to be 
included which was not carried in the 
opening inventory should be priced as of 
the beginning of the year at the unit cost of 
the first acquisition.” If that suggestion is 
followed, it can, under some circumstances, 
result in a substantial, unjustified increase 
in inventory value and an excessive charge 
for corporate income tax. It is important, 
therefore, to point out why the suggestion 
is in error. 


The objective in using the LIFO method 
of valuing inventories in financial reporting 
and income tax calculation is to exclude 
from the inventory total, and hence from 
the realized profit, any appreciation in value 
of stock carried in inventory. This objec- 
tive is important in judging the method of 
compiling an index number to be used in 
excluding the appreciation. Unless the ap- 
plication of the index number actually does 
result in an inventory value free of apprecia- 
tion, it is not suited to its use. The index 
is inaccurately compiled. 


An index number purporting to reflect 
the change in prices of certain commodities 
during a given year is determinable by 
dividing an aggregate of the prices of the 
commodities at the end of the year by an 
aggregate of the prices of those same com- 
modities at the beginning of the year. If 
the index is to reflect the change in prices 
of commodities held in stock and it is de- 
sired to include a commodity that was on 
hand at the end but not at the beginning 
of the year, a price at the beginning of the 
year for that commodity must nevertheless 
be determined and included. It will not 
suffice to take another price—such as that 
at the date of acquisition during the year— 
and accept it as the price to be included in 
the beginning-of-year prices. The resulting 
index would not accurately reflect the 
change in prices during the year. 


The use of such a distorted index number 
in the calculation of LIFO inventory value 
will give an inaccurate result. During a 
period of rising prices the index will be 
lower than it should be (assuming that the 
new commodity would have cost less at 
the beginning of the year than the price 
actually paid and included as one of the 
beginning-of-year prices). Then the cumula- 
tive index * will also be less than it should 
be. As a result, the “ending inventory at 
base prices’* (calculated by dividing the 


inventory valued at end-of-year prices by 


1The issue was first called to the author’s 
attention by J. G. Larson, assistant manager of 
the Seattle office of Ernst & Ernst, and M. E. 
O’Byrne, controller of the Pacific Car and 
Foundry Company of Renton, Washington. 

2 See Wixon and Kell, ‘‘Last-In First-Out Dol- 
lar-Value Method, Constructing a Price Index,”’ 
Accountants’ Handbook (The Ronald Press 
Company, 4th Ed., 1956), See. 12, p. 32, Step 3. 


LIFO 


* The cumulative index measures the change 
in inventory prices from the date LIFO was 
adopted (base year) up to the current time, At 
the end of a year it is brought up to date by 
multiplying the cumulative index at the begin- 
ning of the year by the index for the year. 

*For an understanding of this and subse- 
quently used terms enclosed in quotation marks, 

(Continued on following page) 
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the cumulative index) will be too high. The 
amount then determined as the “inventory 
increase at base prices” will be excessive. 
And even though the inaccurately low 
cumulative index is used in converting this 
inventory increase back to end-of-year prices, 
the resultant figure (which is included in 
the “ending inventory at LIFO cost”) still 
will be too high. As a consequence the profit 
for the year is overstated. 


The reason for this excessive amount is 
best seen when the calculations are not 
affected by an index of a prior year, in other 
words, when LIFO is just being put into 
effect. Then the “cumulative price index” 
is exactly the same as the “price index for 
year,” and the “ending inventory at base 
prices” would be the same as the “ending 
inventory at beginning-of-year prices.” Un- 
der such conditions, a new item acquired 
during the year would (according to the 
suggestion being criticized) be included at 
first acquisition cost in the “ending inven- 
tory at base prices.” The “inventory in- 
crease at base prices” would, therefore, 
include the amount of the new item on hand 
priced at the acquisition price incurred after 
the beginning of the year. Yet that amount 
would be converted to end-of-year prices by 
multiplying by an index reflecting for the 
most part an average change in prices over 
the whole year. The new item may have 
been acquired on the last day of the year, 
yet the acquisition cost would be increased 





by the index number to determine the value 
at which the item would be included in the 
final inventory. This valuation of the new 
item above its cost and even probably above 
its current value on the market is undesired 
and clearly inaccurate. The company would, 
as a result, be taxed an excessive amount 
under the conditions described. 


The same error affects inventory calcula- 
tion even when the LIFO method has been 
used for some time. An illustration can 
make this clear. Assume items A and B are 
acquired at the end of 1952 at $20 and $30, 
respectively, and item C is purchased at the 
end of 1954 at $60. Assume also that 
the quantities of each are the same and that 
they remain unchanged for the several years 
used in the illustration, but that the prices 
change, so that the “ending inventories at 
end-of-year prices” are multiples of the fol- 
lowing price aggregates: 


Commodities 1952 1953 1954 1955 
Pica ae $30 $40 $ 50 
Ete RA ae | 40 50 60 
CR ee os 60 70 


Price aggregates ... $50 $70 $150 $180 


Applying the LIFO dollar-value method 
and following the suggestion that for an 
item not carried in the opening inventory, 
the unit cost of the first acquisition be used 
as the beginning-of-year price, the inventory 
calculation for a “unit” or pool is as follows: 


1953 1954 1955 
(1) Beginning inventory at LIFO cost................. 50 50 119 
(2) Ending inventory at end-of-year prices.................... 70 150 180 
(3) Ending inventory at beginning-of-year prices........... 50 130 150 
(4) Price index for year (line 2 + line 3)...................... 140.0 115.4 120.0 
(5) Cumulative price index (line 4 x line 5 of preceding year).. 140.0 161.6 193.9 
(6) Ending inventory at base prices (line 2 + line 5)........... 50 93 93 
(7) Beginning inventory at base prices (line 6 of preceding year) 50 50 93 
(8) Inventory increase at base prices (line 6 — line 7)..... ae 43 0 
(9) Inventory increase at end-of-year prices (line 8 x line 5)... 0 69 0 
(10) Ending inventory at LIFO cost (line 1 + line 9)........... 50 119 119 


The above calculation makes apparent the 
error resulting from use of an index of 
price change in the development of which a 
newly acquired item is priced at the first 
price of acquisition for inclusion in the 
“ending inventory at beginning-of-year prices.” 
Commodity C (comprising the only increase 
in the ending inventory of 1954 as com- 
pared with the beginning inventory), as- 





sumed to have been acquired at the end 
of 1954 at a price of $60, results in an in- 
crease in value of inventory during the 
year of $69, an excess of $9 over the cost 
of the addition to the inventory and over 
the current price of that addition. Nor is 
that error corrected subsequently; the ex- 
cess persists in exactly the same amount 


at the end of 1955, as shown in the calculation.® 





(Footnote 4 continued) 

see the illustration given later in this article. 
Or for a more detailed illustration and discus- 
sion of the steps in the calculation, see work 
cited at footnote 2, at pp. 12-30. 
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SIt might be pointed out that the use of an 
accurately compiled index number could some- 
times also appear to produce inequitable re- 
suppose the new item 
acquired at the end of the year (as in the illus- 
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Although it was possible under the condi- 
tions specified in the illustration to measure 
the exact amount of error introduced into 
the inventory calculation and to attribute it 
to the one commodity, the results are not 
always so apparent. What actually happens 
is this. By accepting a price as a beginning- 
of-year price which was not truly a price 
prevailing at that time, the per cent of 
increase or decrease calculated for all the 
commodities is distorted; the other items 
are forced to share the distortion in the 
index. The error in the total inventory, 
however, is nevertheless just as real as in 
the illustration. 


What would be a more accurate procedure 
to follow in place of the suggested one? 
The best one would be to determine, if 
possible, the price at which the new com- 
modity could have been obtained at the 
beginning of the year and to use that for 
pricing the item in the “ending inventory at 


beginning-of-year prices.” The price index 
for the year would then reflect the average 
change in prices of all the inventory con- 
stituents during that year: 


In case a beginning-of-year price for the 
new commodity could not be determined 
(as in the case of a newly marketed one), 
either of two alternatives would seem to be 
satisfactory. A price could be approximated 
through the use of an index of change of a 
matched similar item, or the year’s index 
for the pool of commodities could be calcu- 
lated without using that particular item. 
Presumably the new commodity is one 
homogeneous with the others in the pool, 
and unless there is reason to believe that 
the price of the commodity fluctuated quite 
out of line with the others, the index of 
price changes determined for the others 
would quite accurately represent the com- 
posite change in all of them, including the 


new one. [The End] 
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hope for expansion of the law is through a 
broad judicial interpretation of “commis- 
sions paid.” This is precisely what one or 
two courts have done, albeit unconsciously, 
in holding, in effect, that amounts paid for 
brokerlike services must be capitalized not- 
withstanding that the payments are made to 
nonbrokers. 

Beyond this limited area of possible ex- 
pansion, however, otherwise-deductible ordi- 
nary and necessary expenses certainly should 
not be capitalized. If the Commissioner 
attempts to compel capitalization, his only 
authority will be a discredited income tax 
ruling and two factually narrow Supreme 
Court cases. That these cases, in turn, 
were grounded upon nothing more sub- 
stantial than the illusory doctrine of Con- 
gressional re-enactment bespeaks the intrinsic 
weakness of the Commissioner’s position. 
Challenge of that position will result in 
the Spreckels and Winmill cases being dis- 
tinguished and limited into virtual nothingness. 

With those cases properly narrowed, 
definition. becomes possible, and with pre- 
cise definition comes the usual enlighten- 








(Footnote 5 continued) 

tration) had not changed in price during the 
year, but other prices did increase and cause 
an index above 100. Then the new item would 
still appear to be included in the closing inven- 
tory at an amount above cost and above cur- 
rent price. This, however, would not be the 


LIFO 


ment: The Internal Revenue Code sanctions 
deduction of all ordinary and necessary 
expenses incurred in the pursuit of income. 
Capital gain is income. Therefore, the In- 
ternal Revenue Code sanctions deduction 
of all ordinary and necessary expenses in- 
curred in the pursuit of capital gain. If 
the premises are correct and the conclusion 
is valid, taxpayers should win most of the 
noncommission expense-of-sale cases. 


Some. taxpayer cases will still be lost, 
perhaps, because of a misapplication of that 
presumption of legality which attends most 
of the Commissioner’s official actions. Al- 
though this presumption is good when cor- 
rectly applied, allowing, as it does, for the 
flexibility of administrative expertise, such 
a presumption should not even begin to 
operate until the integrity of the legisla- 
tive process is itself vindicated. And if the 
result sought by the Commissioner is reason- 
able and even desirable, that is beside the 
point. Men must be more concerned with 
the existence of power than with the manner 
of its exercise; unchallenged power tends to 
become unchallengeable. [The End] 


effect of an error (as in the illustration) but 
of applying an index of average tendency to a 
specific item. No inequity is involved; the total 
inventory still would reflect accurately the basic 
cost of all the items collectively. That is not 
true in the illustration, in which the inventory 
value exceeded basic costs by $9 per ‘‘unit.” 
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If the process of incorporation is complicated, the taxation aspects 


make it doubly so. 


The past, present and future of a business must be considered, 


and a check list of this sort will be most helpful. 
Mr. Webster, a Los Angeles attorney, is a member of the Federal Income 
Tax Committee of the Section on Taxation of the American Bar Association. 


A Tax Check List o 


HERE ARE so many factors to be 

considered at the time of incorporation 
that it has appeared advisable to attempt 
the development of a check list. The pri- 
mary purpose of such a list would be to 
assist a lawyer in the involved procedure 
of forming a corporation. Since, as Item 1 
below indicates, the lawyer is herein first ad- 
vised to consult the client’s accountant and 
because of the “team” nature of the law- 
accounting-tax process involved, this check 
list will be of service to accountants as well. 
Obviously, such a check list provides no 
pat answers; its sole purpose is to generate 
a sound and complete thought pattern from 
which, it is hoped, the answer will evolve. 


Assumptions 


(1) The decision to form one or more 
corporations has been made. (2) Incor- 
poration is to take place at once: (All sec- 
tion references are to the 1954 Internal 
Revenue Code.) 


Selection of Assets and Liabilities 
(1) Consult with client’s accountant. 


(2) Set up schedule of all assets to show 
(a) cost, (b) depreciation reserve and (c) 
fair market value. See Item 49 below. 


(3) Set up schedule of all liabilities. 


(4) Try to turn in minimum assets that 
would enable corporation to do business 
because (a) less at stake; (b) hard to with- 
draw assets once contributed; and (c) 
assets retained may be rented to corpora- 
tion and later sold at capital gain (if sold 
to corporation, watch for Section 1239). 

(5) In general, turn in (a) stocks rather 
than bonds, because of dividends-received 
credit; (b) depreciated assets if transfer 
tax free, to avoid double tax if assets were 
appreciated; or (c) appreciated assets if 
transfer taxable, to achieve stepped-up basis 
to corporation for depreciation and resale 
purposes. 
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(6) Transfer receivables to corporation 
where predecessor was on cash basis and 
in high bracket (see Thomas W. Briggs, 
CCH Dec. 21,675(M), 15 TCM 440). 

(7) Appears to be no need to fear transfer 
of installment obligations (Section 453(d) 
v. Section 351), assuming Internal Revenue 
Service will continue its practice under the 
1939 Code (see Regulations 118, Section 
39.44-5). 


(8) Do not transfer assets of type giving 
rise to unplanned liability as (a) collapsible 
corporation (Section 341) or (b) personal 
holding company (Sections 541-547). 


(9) Hold back sufficient assets to pay 
(a) unpaid or contingent liabilities of prede- 
cessor, unless transfer thereof to corpora- 
tion desired, and (b) unpaid income tax 
liability of previous owners. 


(10) Check basis of property transferred 
against liabilities assumed or to which 
property is subject (Section 357). As to 
effect of assumption of liabilities, see Item 
23 below. 


Accounting Matters 


(11) Check against double tax or loss of 
deduction to corporation and predecessor 
where change of accounting methods is 
contemplated. 


(12) Check accounting methods on un- 
completed contracts, accounts receivable and 
installment obligations to avoid bunching 
of income. 


Number of Corporations 


(13) Check advantages of multiple cor- 
porations: (a) added surtax and Section 531 
exemptions and (b) added excess profits 
tax exemptions, if excess profits tax re- 
imposed. 


(14) Must have business reason for sepa- 
rate corporations (Section 1551; Coastal 


TAX ES—tThe Tax Magazine 








Incorporation 
By MARTIN H. WEBSTER 


Oil Storage Company v. Commissioner, 57-1 
ustc § 9518 (CA-4)). 

(15) If multiple corporations will ulti- 
mately be desired, set up at outset, because 
once combined they are hard to separate 
(see Section 355). 

(16) Check if stock redemptions under 
Section 303 may be needed. If so, multiple 
corporations might be poor. 


(17) Check if any assets retained from 
the operating corporation (see Item 4 above) 
should be transferred to a separate corpora- 
tion. Caveat personal holding company. 


Methods of Transfer 
and Securities to Be Issued 


(18) Where predecessor is partnership, 
check whether partnership should dissolve 
first or should transfer assets to corporation 
for stock and then dissolve. Generally, if 
basis of assets in hands of partnership ex- 
ceeds basis of partnership interest in hands 
of partners, incorporate first and then 
liquidate partnership. If converse is true, 
liquidate first, then incorporate. 


Section 351 (“Tax Free”) Transfers 


(19) To qualify, be sure that transferors 
of property (a) are in 80 per cent control 
of corporation and (b) receive only “stock 
or securities.” “Security” is any long-term 
indebtedness (see Camp Wolters Enterprises, 
Inc., 56-1 ustc $9314, 230 F. (2d) 555). 
Caveat where commitment exists to transfer 
stock shortly after issuance. 


(20) Note that plural transferors need 
not receive proportionate interests. Caveat 
gifts or compensation as between trans- 
ferors on disproportionate stock issues, 
particularly since, under Section 351, serv- 
ices do not equal property. 

(21) Be sure transferor of property re- 
ceives at least 80 per cent of stock if he 
wishes a tax-free transaction where other 
isstiee of stock contributes merely services. 


Check List on Incorporation 


(22) See Items 26 and 27 below for effect 
of failure to qualify under Section 351. 

(23) Note that assumption of liabilities 
will not make transfer taxable, unless assump- 
tion is to avoid tax or does not serve busi- 
ness purpose (Section 357). 


(24) Do not use Section 351 transfer 
where recognized loss is wanted (Section 


351(b)(2)). 


Taxable Incorporations 


(25) Check advantages of taxable incor- 
porations: (a) can sometimes offset starting 
losses, incurred while unincorporated, with 
recognized gain on incorporation; (b) can 
reduce corporate income through higher 
basis for depreciation where allocation of 
step-up allows (caveat allocation to land 
or good will; see Ainslie Perrault, CCH Dec. 
21,370, 25 TC 439); (c) parties with prop- 
erties having disparate basis can go into 
business and give corporation benefit of 
appreciated values; and (d) can sometimes 
obtain benefits of thin corporation men- 
tioned in Item 35 below. Caveat disad- 
vantages in Item 36 below. 

(26) Can attempt taxable incorporation 
by not meeting Section 351 requirements 
through issuing nonsecurities (short-term 
notes). Amount of gain controlled. Must 
observe Items 40, 41 and 42 below. 


(27) Can attempt taxable incorporation 
by not meeting Section 351 requirements 
through preventing 80 per cent control in 
transferors. (See Avco Manufacturing Cor- 
poration, CCH Dec. 21,555, 25 TC 975). 
Amount of gain not controlled. Mere dis- 
proportion will not suffice. See Item 20. 


(28) Can attempt taxable incorporation 
through sale. (See Warren H. Brown, CCH 
Dec. 21,972, 27 TC —, No, 3; Ainslie Per- 
rault, cited above; Sun Properties, Inc. v. 
U. S., 55-1 uste 99261, 220 F. (2d) 171 
(CA-5); Miller Estate v. Commissioner, 57-1 
ustc {9277). To qualify, (a) sales price 
should be reasonable and (b) all require- 
ments of Items 40, 41 and 42 below should 
be met. 


(29) Watch for Section 1239 re sales to 
controlled corporations. 


(30) Check nature of gain or loss. Clearly 
depends on nature of assets transferred 
where taxable incorporation run as sale, and 
probably depends on nature of assets where 
run as nonqualifying transaction under Sec- 
tion 351 (compare Harrison v. Commissioner, 
56-2 ustc J 9768 (CA-8)). 

(31) Note that installment method (Sec- 
tion 453) should apply to taxable incor- 
poration. 
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“By calling a business ‘property’ 
you make it seem like land, and lead 
up to the conclusion that a statute 
cannot substantially cut down .the 
advantages of ownership existing 
before the statute was passed. An 
established business .. . is a 

course of conduct and like other 
conduct is subject to substantial 
modification.""—Oliver Wendell 
Holmes, Truax v. Corrigan, 257 U. S. 
312, 342. 


(32) Avoid hybrid situations (see John 
Kelley Company v. Commissioner, 46-1 ustc 
{ 9133, 326 U. S. 521). 

(33) Advise client of possible disallow- 
ance of methods in Items 26 and 28. 

(34) Remember sales tax consequences of 
sale under state or local law. 


Thin Corporations 


(35) Check advantages of thin corpora- 
tions: (a) interest deduction to corporation; 
(b) tax-free pay-back of loan; (c) if run 
as sale, additional benefits of Item 25 might 
be obtained; (d) loan gives protection 
against charge of unreasonable accumula- 
tion of surplus under Section 531; (e) if 
business unsuccessful, bad debt deduction, 
probably as short-term capital loss under 
Putnam, 57-1 ustc $9200, 325 U. S. 82, 
would be available; (f) debt obligation can 
be given away for gift and estate tax plan- 
ning purposes without loss of control or 
proprietorship interest. 


(36) Must warn client of disadvantages 
of thin corporation: (a) Treasury Depart- 
ment might refuse recognition of debt obliga- 
tions created in thin corporation, whether 
as result of tax-free transaction or taxable 
one, as a sale (interest deduction, tax-free 
pay-back of loan, step-up in basis on pur- 
ported taxable incorporation, bad debt de- 
duction if corporation unsuccessful, would 
be denied); (b) can adversely affect cor- 
poration’s credit; (c) can cause corporate 
entity to be disregarded (see, generally, 
“The Alter Ego,” 32 California State Bar 
Journal 143 (1957)). See Bittker, “Thin 
Capitalization: Some Current Questions,” 


34 Taxes 830 (December, 1956). 


(37) Can attempt thin corporation by (a) 
investing reasonable needs; (b) waiting as 
long as possible for loans; then (c) borrow- 
ing (1) from outsider on personal guarantee 
of stockholders (but see Item 43 below) or 
(2) from stockholder, but limiting amount 
and terms to those which outsider would 
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demand and complying meticulously with 
Items 40, 41 and 42 below. 


(38) Can attempt thin corporation by (a) 
investing reasonable needs; and (b) selling 
additional assets in virtually simultaneous 
transaction. See cases cited in Item 28 
above. Watch for sales tax. Necessary 
to comply meticulously with Items 40, 41 
and 42 below. 


(39) Can attempt thin corporation by (a) 
transferring assets for simultaneous issue 
of stock and securities (long-term bonds), 
a nontaxable transaction or (b) transferring 
assets for simultaneous issue of stock and 
nonsecurities (short-term notes), a taxable 
transaction. Ratio of debt to equity is 
result of arbitrary determination. This is 
least advisable method, but sometimes only 
one available. Necessary to comply meticu- 
lously with Items 40, 41 and 42 below. 

(40) Whenever thin corporation attempted 
without outside creditors, insist upon (a) 
reasonable ratio of debt to equity (compare 
Miller Estate v. Commissioner, cited above); 
(b) fixed maturity date; (c) payment of 
principal and interest as required; (d) secu- 
rity for loan or debt, if at all possible 
(conditional sales contract in Brown case; 
chattel mortgage in Miller Estate case); 
(e) where transaction is loan, seek dis- 
proportion between persons who lend and 
invest (but see Reed v. Commissioner, 57-1 
uste § 9502 (CA-2); Ben P. Gale, CCH Dec. 
21,711(M), 15 TCM 518; Colony, Inc., CCH 
Dec. 21,665, 26 TC 30; Emanuel N. Kolkey, 
CCH Dec. 21,973, 27 TC —, No. 4). 

(41) Whenever thin corporation attempted 
without outside creditors, avoid all hybrid 
situations, such as (a) notes which are 
subordinated; (b) notes whose repayment 
is contingent on earnings; (c) sale not 
clearly and cleanly handled as such, etc. 

(42) Whenever thin corporation attempted 
without outside creditors, observe all cor- 
porate formalities, such as (a) full minutes; 
(b) issuance of notes, or printed bonds where 
appropriate; (c) building up valuable record 
with corporation commissioner or other 
“blue sky” agency. 

(43) Where thin corporation attempted 
with guaranteed-outsider loans, warn client 
of possible disallowance (see Bittker, article 
cited above, at pp. 834-835; and Gene Autry, 
Tax Court Dkt. No, 66455, filed April 4, 
1957). 


Issue of Preferred Stock 


(44) Check advantages of preferred stock: 
(a) can issue without contamination under 
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Involuntary Conversions 


‘and Casualty Losses 
By REINHOLD GROH 


With the increase in governmental construction projects, the 

exercise of the right of eminent domain has become a factor as important as 
hurricanes, floods and other natural disasters in involuntary conversions 

of property. Read this article to brush up on the Code provisions covering 

such events and to learn of some guideposts to use when a choice is involved. 


71TH ALL of the current federal and 

state highway construction projects, 
there are bound to be many involuntary 
conversions resulting from condemnation 
proceedings. Consider the Congress Street 
and Northwest Highway projects here in 
Chicago, for instance. Just think of the 
many individual condemnation proceedings 
resulting from these two projects alone. 
This process is being duplicated in city 
after city across the country. 

Many of you may have clients who have 
been or will be awarded payments for con- 
demnation of property which has been taken 
for highway or other projects. Such awards 
may present peculiar problems, especially 
where they are accompanied by special 
assessments and/or severance damages, and 
where the taxpayer may have incurred legal 
or other expenses. 


First, what is an involuntary conversion 
and. what is its effect on federal income taxes? 


Definition of Involuntary Conversion 


Regulations Section 1.1033(a)-1 defines 


it as follows: 


“An ‘involuntary conversion’ may be the 
result of ‘the destruction of property in 
whole or in part, the theft of property, the 
seizure of property, the requisition or con- 
demnation of property, or the threat or 
imminence of requisition or condemnation 
of property. An ‘involuntary conversion’ 
may be a conversion into similar property 
or into money or into dissimilar property.” 


Involuntary Conversions 





Section 1033 of the Internal Revenue 
Code is a relief provision which provides 
for the nonrecognition, under certain con- 
ditions, of gain resulting from the in- 
voluntary or compulsory disposition of 
property. There are two specific circum- 
stances under which gain from the involuntary 
disposition of property is not recognized 
for income tax purposes. 

No gain is recognized when property is 
converted involuntarily or compulsorily into 
other property which is similar or related 
in service or use to the property converted. 
This nonrecognition of gain is mandatory 
—the taxpayer has no election. Since 1954 
Code Section 1033(a)(1) is quite specific as 
to the mandatory nonrecognition of gain 
under this condition, there is no problem, 
and we need not consider this type of con- 
version any further in this discussion. 


The other circumstance is where a gain 
results from an involuntary conversion of 
property into money or into dissimilar prop- 
erty. Different rules for the nonrecognition 
of gain apply under this circumstance, de- 
pending on whether the property was dis- 
posed of before January 1, 1951, or after 
December 31, 1950, and whether the pro- 
ceeds from such conversion are received 
in a taxable year to which the Internal 
Revenue Code of 1954 applies. 

Under this condition, the gain will not 
be recognized if the taxpayer invests the 
money or dissimilar property, such as 
municipal bonds received in a condemnation 
proceeding, in property which is similar or 
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related in service or use or in stock in the 
acquisition of control of a corporation own- 
ing such property, and if he elects within 
a prescribed period of time not to have 
recognized so much of the gain which is 
reinvested in such similar property. Any 
part of the gain which is not so reinvested 
will be recognized. 


The election should be made by includ- 
ing in gross income, in the year or years 
in which it is realized, any part of the gain 
which is not reinvested in property similar 
or related in service or use, or in the pur- 
chase of stock in the acquisition of control 
of a corporation which owns such property. 

All through Code Section 1033 and the 
applicable regulations it is quite clear that 
nonrecognition of gain from an involuntary 
conversion is conditioned upon the rein- 
vestment of the proceeds from the conver- 
sion in property which is similar or related 
in service or use to the property converted. 


From an analysis of numerous cases in- 
volving the question of whether the acquired 
property was similar or related in service 
or use to the involuntarily converted prop- 
erty, it is apparent that the courts require 
that the investment not only be in property 
which is similar in its physical aspects, such 
as vacant land for other vacant land or 
improved real estate for other improved 
real estate, but it must also be property 
which is related in service or use. Related 
in service or use has been held to mean 
property which is functionally the same as 
that which was involuntarily converted. 


In Lynchburg National Bank & Trust Com- 
pany, 54-1 ustc $9128, 208 F. (2d) 757 
(CA-4), the taxpayer-bank in 1940 acquired 
a building adjacent to its bank with the 
intent to raze the building and construct 
an addition to its bank building. Due to 
wartime restrictions, its plans were post- 
poned, and the purchased building was 
rented to a retail shoe store and a restau- 
rant. In 1946 the building was destroyed 
by fire and the bank used the insurance 
proceeds to construct an addition to its 
bank to be used for private offices and safe 
deposit vaults. The court held that this 
was not an investment in property similar 
or related in service or use. 


Assessments, Damages and Insurance 
in Condemnation Proceedings 


In some condemnation proceedings, the 
governmental authority condemning the 
property may levy a special assessment 
against the remaining property on the 
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Mr. Groh, a Chicago CPA and partner 
in the firm of Groh, Gough & 
Company, presented this speech before 
the Illinois Society of Certified 
Public Accountants Tax 

Seminar on December 7, 1956. 


grounds that the retained property is bene- 
fited by reason of the improvement for 
which the condemnation was made. The 
property owner may also be awarded sever- 
ance damages for the restoration to the 
retained property of roads, fences, ditches, 
wells or other facilities, because similar 
improvements were lost or rendered inac- 
cessible by the condemnation. 


Various treatment is afforded condemna- 
tion awards, depending upon whether they 
include special assessments and/or identi- 
fiable severance damages. 


A condemnation award with no separate, 
identifiable severance damages should be 
allocated first to legal fees, next to special 
assessments, if any, and the balance to the 
condemned property. 

If there are separate identifiable sever- 
ance damages, they should be allocated in 
this order: allocable legal fees, special 
assessments, if any, restoration expenses. 
The balance should be used to reduce the 
basis of the retained property. 

If the portion of the severance payment 
allocated to the retained property exceeds 
the basis of the retained property, the excess 
is a taxable gain realized on a Code Section 
1231 transaction (Rev. Rul. 271, 1953-2 
CB 36). 


It is important in a condemnation-pro- 
ceedings settlement to have any severance 
damages, as such, identified and treated 
separately in the settlement, because if they 
are not so identified, the full amount of the 
award will be considered as having been 
given in consideration of the portion of 
the property condemned (G. C. M. 23698, 
1943 CB 340). 


If the condemned property is subject to 
a mortgage and the governmental authority 
deducts the amount of the mortgage from 
the total award for direct payment to the 
mortgagee, the amount withheld for the 
mortgage must be added to the payment re- 
ceived in computing gain or loss from the 
involuntary conversion. 


Use and occupancy or business inter- 
ruption insurance proceeds may or may not 
be subject to the involuntary conversion 
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benefits, depending on the terms of the 
policy. If the use and occupancy insurance 
contract insures against the actual loss of 
business profits resulting from a casualty, 
then the insurance proceeds are to be 
treated as ordinary income, the same as the 
profits would have been had they been 
earned in the conduct of the business. If, 
however, the terms of the contract provide 
for a flat per-diem allowance for loss of use 
and occupancy of the destroyed property, 
and the payment is not based on loss of 
profits, then the insurance proceeds may, 
at the election of the taxpayer, be con- 
sidered as the proceeds from an involuntary 
conversion and no gain or loss will be 
recognized if all of the other conditions 
of Section 1033 are met (Oppenheim’s, Inc. 
v. Kavanagh, 50-1 ustc § 9249, 90 F. Supp. 
107 (DC Mich.) ). 


Tax Not Forgiven—Merely Deferred 


Isn’t this a wonderful statute? A _ tax- 
payer can have a gain on a disposition of 
property without having the gain recog- 
nized for tax purposes. There is a catch to 
it, however. Section 1033 does not actually 
forgive the tax, it merely defers payment 
of the tax.* This deferral of payment of 
the tax is accomplished by reducing the 
purchase cost of the new property, acquired 
as the result of the involuntary conversion, 
by the amount of the gain not recognized. 
The effect is to substitute the basis of the 
involuntarily converted property for the 
acquired property, except where the cost 
of the new property was more than the 
amount realized on the involuntary conver- 
sion, in which case the effect is to add 
to the basis of the involuntarily converted 
property the excess cost of the new property. 


By so reducing the basis of the new 
property, the gain which is not recognized 
on the involuntary conversion will eventually 
be recognized and taxed, either through the 
disallowance of depreciation on the gain or 
upon a later sale of the property so acquired. 


What advice should be given to clients 
as to the alternative treatment of the gain 
from an involuntary conversion? Should 
it be to elect the nonrecognition of the gain 
afforded by Section 1033, or should it be 
not to make this election? I would say 
that this would depend on the financial 
condition of the client at the time the gain 


* If the taxpayer should die before he disposes 
of the property acquired in an involuntary 
conversion or, in the case of depreciable prop- 
erty, before it is completely depreciated, the 
tax or a portion of it would actually be for- 


Involuntary Conversions 


from the involuntary conversion is realized 
and, in the case of an individual, it would 
also depend upon his age at such time. 


If the client is financially able to pay the 
capital gains tax on the gain from the 
involuntary conversion and if the property 
involuntarily converted is business or in- 
come-producing property, it would be good 
advice to tell your client not to elect the 
nonrecognition of gain on the conversion. 
This is so because the gain would be sub- 
ject to a maximum capital gains tax of 25 
per cent, whereas the depreciation allow- 
ance on such gain would be deductible at 
normal tax rates. For example, let’s take 
the case of a corporation which has ordinary 
income of over $25,000, and also has a 
$100,000 gain from an involuntary conver- 
sion, If this corporation elects to have this 
gain not recognized, it will eventually pay 
a tax of $52,000 on the gain (52 per cent of 
$100,000) by the yearly disallowance of the 
depreciation deduction on the $100,000 gain 
over the life of the property. Whereas, if 
this taxpayer decides to waive the non- 
recognition benefits of the involuntary con- 
version provisions, it will pay a maximum 
capital gains tax of $25,000. The saving in 
income taxes on the gain: $27,000. 

If the client is an individual, the total 
saving in tax on the gain from involuntarily 
converted business or income-producing 
property would depend on the client’s in- 
come tax bracket. 

Now why did I say that an individual 
taxpayer’s age would enter into a deter- 
mination as to whether he should or should 
not elect the nonrecognition on the gain 
from an involuntary conversion of business 
or income-producing property? If an in- 
dividual’s life expectancy is such that it is 
less than the life of the property acquired 
in an involuntary conversion, then it would 
be advisable for that client to elect to have 
the gain from the involuntary conversion 
not recognized. By this election, the gain 
would not be taxed to the individual, as- 
suming that he does not dispose of the 
property before his death, and his estate 
would take the basis of the property at the 
fair market value at the date of death or 
the elective one-year-later date. Thus, the 
gain from the involuntary conversion would 
escape taxation entirely. 


Naturally, on nonbusiness or nonincome- 
producing property, it would always be ad- 


given, as the basis of the property in the hands 
of the taxpayer's estate or his heirs would be 
the fair market value at date of death or a 
later date up to one year after death, if such 
election is made by the executor. 
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visable to elect to have the gain from an 
involuntary conversion not recognized. 


Losses from Involuntary Conversion 


Thus far we have been considering only 
gains from involuntary conversions, now 
let’s consider losses arising from such trans- 
actions. How are they treated for income 
tax purposes? Section 1033 applies only 
with respect to gains; losses from in- 
voluntary conversions are deductible or not 
deductible, depending upon whether the in- 
voluntarily converted property is business 
or income-producing property, or whether 
it is property used for personal purposes. 


Losses from involuntary conversions of 
business property or property held for the 
production of income are deductible either 
as ordinary losses or as capital losses, as 
determined under Code Section 1231. 


However, losses from the involuntary 
conversion of property used for personal 
purposes, such as the taxpayer’s residence 
or personal automobile, are not deductible 
unless they are the result of a casualty, and 
that brings us to our next subject: casualty 
losses, their determination and support. 


The scope of our consideration of this 
subject shall be primarily concerned with 
an individual’s losses of property resulting 
from a casualty to property held for per- 
sonal pleasure or use, as covered by 1954 
Code Section 165(c)(3). We will not con- 
sider losses from casualties incurred in the 
conduct of a business or in a transaction 
entered into for profit. 


It is interesting to note that Section 165 
(c)(3) allows an individual a deduction for 
a loss of nonbusiness property. This sec- 
tion is the only section of the Internal 
Revenue Code which permits a deduction 
for a personal loss. In order for a loss to 
be deductible, however, the taxpayer must 
prove that the loss was one resulting from 
a fire, storm, shipwreck, or other casualty, 
or from a theft, and that it was not com- 
pensated for by insurance or otherwise. 


I believe we can all visualize losses re- 
sulting from fire, storm, shipwreck or theft, 
but what is meant by “other casualty”? 
Although this phrase has been in our in- 
come tax law since 1916, the difficulty of 
determining just what is meant by these 
words has caused and continues to cause 
repeated litigation and conflicting decisions 
in our courts. 


The term “other casualty” has been held 
to embrace losses resulting from conditions 
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or events similar to those arising from fire, 
storm or shipwreck, if occasioned by natural 
forces in an event due to some sudden, 
unexpected or unusual cause. However, 
“other causalty” has also been construed as 
not being limited to some act of nature, 
as was decided by the court in Shearer v. 
Anderson, 1 ustc $210, 16 F. (2d) 995 
(CCA-2), which allowed a casualty loss 
deduction for damage to a pleasure automobile. 


In view of the government’s acquiescence 
in the opinion of the Shearer case, a loss 
resulting from damage to a pleasure auto- 
mobile, which is not due to the willful or 
negligent act of the taxpayer, is now 
specifically an allowable deduction as covered 
by Regulations Section 1.165-3(2). 


In 1953 the Internal Revenue Service 
issued a ruling in which it noted that a 
casualty loss was an identifiable event of 
a “sudden, unexpected, or unusual nature,” 
as contrasted to a “progressive deteriora- 
tion of property through a steadily operat- 
ing cause” (Rev. Rul. 79, 1953-1 CB 41). 
The courts generally have required all three 
conditions be present in support of their 
finding for a “casualty loss.” Greater em- 
phasis, however, seems to be placed on the 
requirement for the element of “sudden- 
ness,” and where this element is absent, 
the deduction is usually disallowed. 


There is usually no doubt as to the sud- 
denness, unexpectedness and unusualness 
of a fire, storm or shipwreck, and losses 
resulting from such conditions would, of 
course, be allowable, but where a loss is 
occasioned by a gradual deteriorating effect, 
such as the constant and normal pounding 
of waves on a beach or pier, the loss would 
not be allowable as a casualty loss (Rev. 
Rul. 79, 1953-1 CB 41, and Special Ruling, 
March 12, 1953). Similarly, the courts have 
generally held that losses to property re- 
sulting from termite damage did not meet 
the requirement of “suddenness” but were 
more in the nature of “progressive deterio- 
ration of property through a steadily oper- 
ating cause”; accordingly, such losses have 
generally been disallowed. However, in an 
Eighth Circuit Court case (Rosenberg v. 
Commissioner, 52-2 ustc § 9377, 198 F. (2d) 
46), it was held that the “colony of termites 
was of recent origin at the date of the in- 
spection” of the damage, and that “the 
operating force did act with suddenness 
and was a hostile agency.” Also, in Shop- 
maker v. U. S., 54-1 uste $9195, 119 F. 
Supp. 705 (DC Mo.), the taxpayer had 
purchased a 12-year-old house and at the 
time of purchase he had it examined by a 
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termite expert who reported that the house 
was free of termites. Approximately one 
year later a swarm of termites was dis- 
covered in the kitchen of the residence. 
The court followed the Rosenberg case and 
held that the element of suddenness was 
satisfied and that the resulting cost of 
repairs due to the damage caused by the 
termites was an allowable causalty loss 
deduction. 


Thus it appears that losses of a character 
similar to those arising from fire, storm 
or shipwreck, if occasioned by natural or 
other external forces in an event due to 
some sudden, unexpected or unusual cause, 
are deductible. 


Claiming of Allowable Deduction 


Having determined what might be con- 
sidered to constitute a casualty loss, the 
next step is to determine the amount of the 
loss. The method of computation of the 
amount of a casualty loss depends upon 
whether the property to which the loss 
applies is business or income-producing 
property or whether it is nonbusiness or 
nonincome-producing property. 


With respect to business or income- 
producing property, the amount deductible 
as a result of a casualty loss is determined 
by the proportion of the depreciated cost 
or other basis of the property which the 
difference between the market value of the 
property before and after the casualty bears 
to the market value of the entire property 
before the casualty, less any insurance or 
other recovery received. 


Example—A purchased an automobile for 
$4,200 on January 1, 1955, and at once de- 
voted it to business use. The expected life 
of the automobile was six years. On Janu- 
ary 1, 1957, the automobile sustained dam- 
ages through casualty. The value of the 
automobile immediately before the casualty 
was $2,000. The value of the automobile 
immediately after the casualty was $1,500. 
A was compensated by insurance in the 
amount of $300. The amount of the allow- 
able deduction to A is $400 (loss of $700 less 
insurance of $300), computed as follows: 


| SA ae a Se anaes $4,200 
Less depreciation for 1955 and 

1956 at $700 per year......... 1,400 
Adjusted basis at time of casu- 

oo BPE RE OR epee See Sy .... $2,800 
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Fair market value before casualty. $2,000 





Fair market value after casualty.. 1,500 
Fair market value of destroyed 

UNNI Sits eres bic kop wie ced $ 500 
00 

Allowable loss x $2,800.. $ 700 
$2,000 

Less insurance received... .. 300 

Allowable deduction .......... $ 400 








Since there is no allowance for deprecia- 
tion on nonbusiness or nonincome-producing 
property, the approach to determining the 
amount of loss is not based on the de- 
preciated cost, as is done with business or 
income-producing property. Simply stated, 
the method of computing the amount of the 
deduction for a casualty loss on nonbusiness 
or nonincome-producing property is to take 
the difference between the market value of 
the property immediately before and after 
the casualty, or the adjusted basis of the 
property, whichever is less, and subtract 
any insurance or other compensation received. 


For instance, let’s take the same automo- 
bile as in the previous example, except that 
in this case it is used for personal rather 
than business purposes and has never been 
used for business. You will recall that the 
cost of the automobile was $4,200; the value 
before the casualty was $2,000; the value 
after the casualty was $1,500; and the 
amount of insurance received in respect of 
the loss was $300. The deductible casualty 
loss is only $200, computed as follows: 


Fair market value before casualty. $2,000 








Fair market value after casualty.. 1,500 
Fair market value of destroyed 

property $ 500 
Allowable loss (but not in ex- 

cess of adjusted basis which in 

this case is $4,200) . $ 500 
Less insurance received 300 
Deductible loss . $ 200 





Using the same figures as in the previous 
two examples, let’s assume that the prop- 
erty was of the type that appreciated in 
value over its cost. The value before the 
loss was $10,000, the value after the loss 
was $5,000, and the allowable deduction 
would be $3,900, computed as follows: 


(Continued on page 622) 
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By MORTON S. CONRAD, CPA 
Conrad and Zachary, 
New York City 


bs Varying Rapidity Factor 


The author suggests that the Internal Revenue Code be changed 

to permit the suggested logarithmic method for rapid depreciation. 
This method will encourage the acquisition of long-lived 

assets, but will not give short-lived assets an unnecessary tax benefit. 


HE INTERNAL REVENUE CODE 

of 1954 authorizes the straight-line method 
of depreciation, which is considered the nor- 
mal method; and then it also authorizes rapid 
depreciation methods. Under the rapid 
methods, the initial rate is always approxi- 
mately twice the straight-line rate. We 
might say that the rapidity factor, or rapidity 
multiplier, is always approximately 2. 


However, the statute recognizes that it 
is unfair to the government to permit such 
rapid depreciation on assets having a life 
of less than three years. There is a clear 
implication that a rapidity factor of 2 is 
really too much for short-lived assets and may 
be insufficient for assets with a very long life. 


There are many ways of varying the 
rapidity factor. The suggestion here is that 
the rapidity factor vary logarithmically. For 
an asset with a one-year life, there is no 
rapid depreciation; that is, the rapidity 
factor is 1. For an asset with a ten-year 
life, the initial rapidity factor could be 2. 
For a 100-year asset, a fair initial rapidity 
factor might be 3. The common logarithm 
of 1 is 0; of 10, 1; of 100, 2. The rapidity 
factor then is 1 plus the logarithm of the 


number of years in the life.’ 


For example, suppose an asset has a life 
of 25 years. Since the logarithm of 25 is 
1.40 (approximate), the rapidity factor would 
be 2.40. The straight-line rate is 1/25, or 4 
per cent, or .04. Under the logarithmic 

1 The rapidity factor may also be expressed as 
the logarithm of ten times the number of years 
in the life. 

2If the asset is assumed to have a value of 1 
when the remaining life is 1 year, the formula 
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method, the initial rapid depreciation rate 
would be .096—.04 multiplied by 2.40. (The 
highest initial rate for a 25-year asset now 
permitted by statute is .08.) 

It is not necessary, nor desirable, that 
the initial rapidity factor and the initial rate 
be used without change, in the manner of 
the statutory declining-balance method. Under 
the sum-of-the-years-digits method, the rate 
on remaining balance is determined by the 
number of years in the remaining life: The 
rate is always a fraction—the numerator 
is 2; the denominator is 1 plus the number 
of years in the remaining life. Under the 
logarithmic method, the rate would also be 
a fraction—the numerator is the rapidity fac- 
tor (1 plus the logarithm of the number of 
years in the remaining life) ; the denominator is 
the number of years in the remaining life. 


There may be some objection to an abrupt 
change in rate every year. Theoretically, 
the rate should vary continuously through- 
out the year (or period) for which the com- 
putation is being made; and similarly, the 
continuously varying rate should be applied 
to a continuously decreasing balance. This 
is a problem in calculus, but the result is a 
formula in terms of logarithms.’ The table 
for the theoretically correct logarithmic 
method could be similar to the table for 
the sum-of-the-years-digits method. 

The present law does not permit the 
logarithmic method; but laws can be 
changed. 
for the logarithm of the remaining value S, 


when the remaining life is T (provided T is 1 
or more) is: logS = logT + “(logT)* 
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n Rapid Depreciation 


TABLE | 


Annual Rates of Depreciation on Remaining (Declining) Balance (expressed 
as a decimal of remaining balance at beginning of period) 


Sum-of- 
Remaining life— Straight- the-years- Logarithmic 
years line method digits method method 

100 .0100 .0198 0297 
90 0111 .0220 .0324 
80 0125 0247 .0358 
70 .0143 .0282 .0401 
60 .0167 .0328 .0477 
50 .0200 0392 .0529 
45 .0222 0435 .0578 
40 .0250 .0488 .0636 
35 .0286 .0556 .0711 
30 .0333 .0645 .0803 
25 .0400 .0769 .0929 
20 .0500 0952 1108 
19 .0526 1000 1153 
18 .0556 .1053 .1203 
17 .0588 111 1238 
16 0625 1176 1318 
15 .0667 1250 1385 
14 .0714 1333 1460 
13 .0769 .1429 1545 
12 .0833 1538 1641 
11 .0909 .1667 1752 
10 .1000 1818 1881 
9 111 .2000 .2034 
8 1250 .2222 2214 
7 1429 .2500 .2437 
6 1667 .2857 .2718 
5 .2000 .3333 3081 
+ .2500 .4000 3578 
3 3333 5000 4305 
2 .5000 6667 5495 

1 a 1, 1. 


Note: Let T represent the number of years in the remaining life. The formulae for the 
annual depreciation rate then would be: 


Straight-line method: 1/T 
Sum-of-the-years-digits method: 2/(T + 1) 
9 log(T — 1) + %[log(T — 1) 


Logarithmic method: 1 — 


10 logT + Ya(logT)? 
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TABLE Il 


Remaining (Declining) Balance at Half Life (expressed as a 
decimal of original value (cost)) 


Declining- Sum-of- 

Original life— balance Straight- the-years- Logarithmic 
years method line method digits method method 
100 364 500 .252 139 
80 363 .500 .253 148 
60 362 500 .254 162 
50 .360 .500 255 171 
40 358 .500 .256 183 
30 355 .500 258 .199 
20 .349 .500 .262 225 
18 347 500 .263 .232 
16 344 .500 .265 241 
14 340 500 .267 251 
12 335 .500 .269 .263 
10 328 .500 .273 .278 
9 .325* 500 .278* .287 
8 316 .500 .278 .297 
7 .312* .500 .286* 309 
6 .296 500 .286 324 
5 .288* 500 .300* 342 
4 .250 500 300 366 
3 .222* 500 .333* 399 
2 500 453 


* Computed in accordance with regulations formulae, which is slightly different from 
formulae below when the half life is other than a whole number of years. 


Note: Let T represent the number of years in the remaining life. The formulae for the 


remaining balance at half life then would be: 


Declining-balance method: (1 — 2/T)*/2 
Sum-of-the-years-digits method: (T + 2)/(4T + 4) 


Logarithmic method: 10 


[log(T/2) + Ya(logT/2)?] — [logT + Y(logT)? ] 


[The End] 


A TAX CHECK LIST ON INCORPORATION—Continued from page 588 


Section 306; (b) for estate planning pur- 
poses, can be redeemed under Section 303 
or otherwise without effect on control; (c) 
on death of one of co-owners, survivors 
can buy control with less outlay; (d) key 
employees can buy significant percentage 
of control with less outlay; (e) estate of 
owners provided more assured source of 
income than with like amount of common 
stock; (f) dividends can be paid to estate 
without necessarily causing survivor to receive 
unwanted ordinary income, since survivor 
can transfer his dividend-earning preferred; 
(g) preferred stock can be given away for 
gift and estate tax planning purposes with- 
out loss of control. Remember disadvantage 
of dividends not being deductible. 


(45) If preferred stock issued, consider 
selling at substantial discount. Stockholder _ 
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can later sell at capital gain without fear 
of Section 306. 


Identity of Issue 


(46) If community property involved, issue 
either to husband or to husband and wife 
as community property. 

(47) Consider introduction of outsiders, 
as employees. Might be opportunity to in- 
sure beneficial tax results and inject bene- 
ficial personnel relations. 


(48) Avoid third-party dummies. 


Records and Returns 


(49) See Regulations Section 1.351-3 for 
records to be kept and information to be 
filed with returns. [The End] 
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Federal Estate and Gift Taxation 
of Community Property Life Insurance 


By SAMUEL D. THURMAN 


In these times one sure way to build an estate which comes 

into being at death is through life insurance. Death is certain, but 

estate and gift taxes are not, especially when applied to life 

insurance in community property states. This article is illustrated 

with special reference to California law. It is reprinted 

from the March, 1957 Stanford Law Review. The author, a professor of law 
at Stanford University, is greatly indebted to James O. Hewitt 

for his able assistance in the preparation of this article. 


OWHERE has federal estate taxation 

shifted more frequently than in the field 
of life insurance. Technical, complex and 
susceptible of great variations, life insurance 
contracts have proved difficult to equate 
with other property concepts and from the out- 
set have defied the efforts of Congress, the 
courts and the taxing authorities to come 
up with a consistent scheme for estate taxa- 
tion. This difficulty has been compounded 
in a number of states* by the necessity of 
accommodating a community property sys- 
tem to a type of contract which is primarily 
a product of the common law. It is the 
purpose of this article to explore some of 
the estate and gift tax problems pertaining 
to community property life insurance. It is 
believed that the principles of community 
property here involved are sufficiently funda- 
mental that they will apply generally in all 
community property states,’ although prob- 
lems will be analyzed and illustrated with 
special attention to California law. In so 


1 Arizona, California, Idaho, Louisiana, Ne- 
vada, New Mexico, Texas and Washington. 
For a comparative study of the community 
property laws in these eight states, see 3 
Vernier, American Family Laws (1935), pp. 
207-255. 

2See Nabors, ‘‘Civil Law Influences Upon the 
Law of Insurance in Louisiana,’’ 6 Tulane Law 
Review 369, 515 (1932). 

%No attempt has been made, however, to 
furnish a thorough documentation of the law 
of other states. 

* Revenue Act of 1916, Ch. 463, 39 Stat. 756. 
Regulations 37, Art. IV(1) (1916), under this act, 
ruled that insurance receivable by the insured’s 
executor was includable in the insured’s estate 
under the basic estate tax provision which in- 
cluded all property ‘‘to the extent of the in- 
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doing, it is necessary to make an introduc- 
tory inspection not only of the relevant 
rules of federal tax law, but also of Cali- 
fornia community property law and of the 
California life insurance cases. 


Estate Taxation of Life Insurance 
Prior to 1954 


Although the first modern federal estate 
tax statute was enacted in 1916* and the 
first specific reference to life insurance in 
the statute was made in 1918,° prior to 1942 
the section dealing with life insurance was 
a model of simplicity. It provided that a 
decedent’s gross estate included property 
“to the extent of the amount receivable by 
the executor as insurance under policies 
taken out by the decedent upon his own 
life; and to the extent of the excess over 
$40,000 of the amount receivable by all 
other beneficiaries as insurance under poli- 


cies taken out by the decedent upon his own 
life.” * 


terest therein of the decedent at the time of his 
death which after his death is subject to the 
payment of the charges against his estate and 
the expenses of its administration and is subject 
to distribution as part of his estate.” 

Revenue Act of 1916, Sec. 202(a), 39 Stat. 777. 
Insurance receivable by other beneficiaries was 
ruled to be not includable (Regs. 37, Art. X 
(1917)). 

5 Revenue Act of 1918, Sec. 402(f), 40 Stat. 1098 
(1919). 

* This section was later enacted in the Reve- 
nue Act of 1924, Sec. 302(g), 43 Stat. 305, and 
1939 Code Sec. 811(g), 53 Stat. 122. It remained 
unchanged until an amendment in 1942 (1939 
Code Sec. 811(g), as amended, 56 Stat. 944 
(1942)). 
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Congress steadfastly refused for over 20 
years to change this seemingly simple and 
brief provision, although the consistent re- 
fusal in no way reflected the vacillating 
judicial and adminstrative interpretation of 
the phrase “policies taken out by the dece- 
dent upon his own life.”* The Treasury 
Department had innumerable changes of 
heart in selecting the proper criteria for tax- 
ability. From 1918 to 1942 the two con- 
tenders for Treasury approval were the 
payment-of-premiums test and the incidents- 
of-ownership test. Each, in one form or 
another, had several innings during the pre- 
1942 period.® 


In 1942 Congress finally acted but refused 
to choose between the two tests for taxabil- 
ity. Instead, it selected both and provided 
that if either was satisfied, life insurance 
proceeds payable to beneficiaries other than 
the insured’s estate would be included in 
his gross estate. At the same time life 
insurance was further “down graded” so far 
as escape from federal estate taxation was 
concerned by the elimination of the specific 
$40,000 insurance exemption which had 


been in existence since the first insurance 
section was adopted in 1918.” 

The 1942 act also included in the insurance 
section a specific provision with reference 
to community property life insurance™ in 
keeping with the substantial changes made 
by that act in connection with community 
property generally.” These community prop- 
erty changes, however, were destined to be 
short-lived and were abolished by the Reve- 
nue Act of 1948,” the latter act continuing 
in effect the alternative tests of payment of 
premiums or possession at death of incidents 
of ownership, introduced by the 1942 act, 
with no further statutory attempts to apply 
these tests to community property. 


Internal Revenue Code of 1954 

This was the state of affairs until the 
1954 Code took still another look at life 
insurance, gave the nod to the’ incidents-of- 
ownership test and eliminated payment of 
premiums as a criterion for taxability.™ 
Under Section 2042 of the new Code, the 
gross estate is to include all proceeds of 
insurance on the life of the decedent, (1) 





'For the detailed administrative history of 
this phrase, see 1 Paul, Federal Estate and Gift 
Taxation (1942), Sec. 10.12. 

* The first interpretation was that insurance 
was ‘‘taken out by the decedent’ if he had paid 
the premiums directly or indirectly (Regs. 37, 
Arts, 32, 34-35 (1921); Regs. 37, Art. 32 (1919)). 
With minor variations this test continued until 
1931 when the Treasury Department adopted 
the incidents-of-ownership test (T. D. 4296, IX 
CB 427 (1930)). During the 1930’s there was 
much confusion, but in 1941 another shift was 
made back to the payment-of-premiums test 
(Regs. 80, Art. 25 (1937), as amended, T. D. 
5032, 1941-1 CB 427). See work cited at footnote 
7, at Sec. 10.13. 

*1939 Code Sec. 811(g)(2), as amended, 56 
Stat. 944 (1942). Payment of premiums prior 
to January 10, 1941, was not to be considered if 
the decedent possessed no incidents of owner- 
ship after that date (Revenue Act of 1942, Sec. 
404(c), 56 Stat. 945). Insurance payable to the 
insured's estate continued taxable despite the 
absence of lifetime incidents of ownership or 
payment of premiums (1939 Code Sec. 811(g)(1), 
as amended, 56 Stat. 944 (*942)). For a detailed 
discussion of the 1942 act, see the supplement 
to Paul, Federal Hstate and Gift Taxation 
(1946), Secs. 10.30-10.32. 

* Revenue Act of 1918, Sec. 402(f), 40 Stat. 
1098 (1919). For the history of the special in- 
surance exemption, see Paul, work cited at foot- 
note 9, at Sec. 10.32. 

1 1939 Code Sec. 811(g) (4), oeery = 56 Stat. 
945 (1942). See pp. 599-601 of the 

2 1939 Code Sec. 811(d)(5), etded | by 56 Stat. 
941 (1942); 1939 Code Sec. 1000, added by 56 
Stat. 953 (1942). 

*™ Revenue Act of 1948, Sec. 351(a), 62 Stat. 
116-117. See Surrey, ‘Federal Taxation of the 
Family—The Revenue Act of 1948," 61 Harvard 
Law Review 1097 (1948). 
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41954 Code Sec, 2042(2). The Senate com- 
mittee report, in explanation of the change, 
states: 

“No other property is subject to estate tax 
where the decedent initially purchased it and 
then long before his death gave away all rights 
to the property and to discriminate against life 
insurance in this regard is not justified.’ 

S. Rept. 1622, 83d Cong., 2d Sess., p. 124 
(1954). The Democratic minority of the House 
Ways and Means Committee disagreed in no 
uncertain terms: 

“It is sought to justify the change as merely 
putting life insurance on a par with other 
property which may be given away free from 
estate tax if the gift is not made ‘in contem- 
plation of death’. But life insurance is not like 
other property. It is inherently testamentary 
in nature. It is designed, in effect, to serve as 
a will, regardless of its investment features. 
Where the insured has paid the premiums on 
life insurance for the purpose of adding to what 
he leaves behind at his death for his benefi- 
ciaries, the insurance proceeds should certainly 
be included in his taxable estate. 

“We predict that if this provision becomes 
law, it will virtually do away with the estate 
taxation of life insurance. To avoid the tax, 
the insured need only assign the policy to his 
wife or other beneficiary. Since estates of less 
than $60,000 are nontaxable, only the wealthy 
will benefit. Nevertheless, we predict that the 
estate-tax revenue loss will be substantial. 
Doubtless life insurance will come into great 
favor among persons of wealth as a means of 
avoiding estate taxes. 

“The proposal goes even further than the 
method of taxing life-insurance proceeds as a 
part of estates that prevailed prior to 1942, when 
an exclusion of $40,000 was provided, which 
Congress eliminated in the Revenue Act of 
1942." 

H. Rept. 1337, 83d Cong., 2d Sess., p. B14-15 
(1954). 
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if receivable by his executor,” or (2) if re- 
ceivable by other beneficiaries, when the 
decedent possesses at death any of the “in- 
cidents of ownership, exercisable either alone 
or in conjunction with any other person.” * 
Section 2042(2) makes it clear that a rever- 
sionary interest is now included and pro- 
ceeds to define further that term.” With 
this exception the Code itself sheds no light 
on the meaning of incidents of ownership 
and resort must be had to Congressional 
committee reports and administrative and 
judicial interpretations.” Especially is this 
true where life insurance has been pur- 
chased with community funds, since the 
rules of community property are likely to 
attribute incidents of ownership to one 
party in the community who may be un- 
aware of their existence. 


Controlling Effect of State Law 


How does the California community prop- 
erty system affect incidents of ownership 
in a life insurance policy? Here the regula- 
tions since 1949 have conceded that “in de- 
termining whether or not a decedent possessed 
any incidents of ownership in a policy or 
in any part of a policy, regard must be given 


to the effect of the State or other applicable 
law upon the terms of the policy.” Owner- 
ship of property is peculiarly a matter of 
local law” and California community prop- 
erty law must be consulted to determine 
whether incidents of ownership are pos- 
sessed in an insurance policy purchased 
with community funds. 

It has not always been the case that 
the federal tax collector is controlled by 
the rules of state property law. During the 
1942-1948 period, Congress ignored state 
concepts of community property ownership, 
even though they were recognized for all 
purposes, other than federal estate taxation, 
in an effort to align the taxation of estates 
in community property and common law 
jurisdictions.” All community property was 
subjected to estate taxation in the estate of 
the first spouse to die, despite the survivor’s 
vested interest in one half of the property, 
unless it could be shown that compensation 
for the survivor’s personal services or the 
survivor’s separate property had contributed 
to the community.” Section 811(g)(4) of 
the 1942 act was added to bring life insur- 
ance under the same rule as community 
property generally.” This was a distinct 





% 1954 Code Sec. 2042(1). 

16 1954 Code Sec. 2042(2). 

™“TTjhe term ‘incident of ownership’ in- 
cludes a reversionary interest (whether arising 
by the express terms of the policy or other 
instrument or by operation of law) only if the 
value of such reversionary interest exceeded 
5 percent of the value of the policy immediately 
before the death of the decedent. As used in 
this paragraph, the term ‘reversionary interest’ 
includes a possibility that the policy, or the 
proceeds of the policy, may return to the de- 
cedent or his estate, or may be subject to a 
power of disposition by him. The value of a 
reversionary interest at any time shall be de- 
termined (without regard to the fact of the 
decedent’s death) by usual methods of valua- 
tion, including the use of tables of mortality 
and actuarial principles, pursuant to regulations 
prescribed by the Secretary or his delegate, In 
determining the value of a possibility that the 
policy or proceeds thereof may be subject to a 
power of disposition by the decedent, such 
possibility shall be valued as if it were a pos- 
sibility that such policy or proceeds may return 
to the decedent or his estate."’ 1954 Code Sec. 
2042(2). 

For a discussion of this provision, see Hawley, 
“Personal Life Insurance and the 1954 Estate 
Tax,"’ 27 Rocky Mountain Law Review 161, 
166-172 (1955). 

%8 See pp. 606-607 of the text. 

* Regs. 105, Sec. 81.27 (1941), as amended, 
T. D. 5699, 7 14(F), 1949-1 CB 190, (Italics sup- 
plied.) The same language has been carried 
over into Proposed Regs. Sec. 20.2042-1(c)(5), 21 
Federal Register 7886 (1956). 

* See Paul, Selected Studies in Federal Taxa- 
tion: The Effect of Federal Taxation of Local 
Rules of Property (2d Ser., 1938), pp. 1-53: 
Cahn, ‘“‘Local Law in Federal Taxation,’’ 52 
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Yale Law Journal 799 (1943). See also Lang v. 
Commissioner, 38-1 ustc { 9308, 304 U. S. 264; 
Blair v. Commissioner, 37-1 vustc { 9083, 300 
U. S. 5; Poe v. Seaborn, 2 ustc { 611, 282 U. S. 
101 (1930). 

1 ‘*For the purpose of Federal estate taxation, 
husband and wife living in community-property 
States enjoy a preferential treatment over those 
living in non-community-property States. This 
is due to the fact that all of the property ac- 
quired by the husband after marriage, through 
his own efforts, in a community-property State 
is treated as if one half belonged to the wife. 
In non-community-property States, all such 
property is regarded as belonging entirely to 
the husband. The difference in the amount of 
the Federal estate tax is enormous . . 

H. Rept. 2333, 77th Cong., 2d Sess., Dp. 3 
(1942). See Eisenstein, ‘‘Estate Taxes and the 
Higher Learning of the Supreme Court.’’ 3 Tax 
Law Review 395, 536-561 (1948). 

221939 Code Sec. 8li(e)(2), added by 56 Stat. 
942 (1942). Similar changes were made with 
respect to the gift tax (1939 Code Sec. 1000(d), 
added by 56 Stat. 953 (1942)). In any event, 
however, one half of the community property 
would be taxable if the deceased had a power 
of testamentary disposition to that extent, as is 
true in California. See pp. 602-603 of the text. 

231989 Code Sec. 811(g)(4), added by 56 Stat. 
945 (1942), which read as follows: 

“For the purposes of this subsection, pre- 
miums or other consideration paid with prop- 
erty held as community property by the insured 
and surviving spouse under the law of any State, 
Territory, or possession of the United States, or 
any foreign country, shall be considered to have 
been paid by the insured, except such part 
thereof as may be shown to have been received 
as compensation for personal services actually 

(Continued on following page) 
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change in the law for the community prop- 
erty states and altered tax concepts of long 
standing whereby local law had admittedly 
determined who owned property and to 
what extent.” 

The new community property provisions 
were immediately attacked as unconstitu- 
tional. The United States Supreme Court 
in Fernandez v. Wiener™ upheld an estate 
tax on the entire proceeds of Louisiana life 
insurance policies, despite the wife’s ad- 
mitted community interest in one half of 
the property. Under Louisiana law the 
husband may make an effectual reservation 
of the power to change beneficiaries,” which 
the wife cannot defeat even as to one half 
of the proceeds.” After stating that the 
new community property provisions in gen- 
ezal were constitutional as to other property 
in the estate, the Court seized upon the 
husband’s power to change beneficiaries as 
an incident of ownership which justified a 
tax on the entire proceeds of the life in- 
surance.” It is interesting to note that when 





(Footnote 23 continued) 

rendered by the surviving spouse or derived 
originally from such compensation or from 
Separate property of the surviving spouse; and 
the term ‘incidents of ownership’ includes in- 
cidents of ownership possessed by the decedent 
at his death as manager of the community.”’ 

This is the only instance in which a federal 
estate tax statute has expressly mentioned 
community property life insurance. 

** See footnote 20. 

% 45-2 ustc § 10,239, 326 U. S. 340. See article 
cited at footnote 21, at p. 543. The 1942 gift tax 
amendments were upheld as constitutional on 
the authority of the Fernandez case. Beavers 
v. Commissioner, 48-1 ustc § 10,591, 165 F. (2d) 
208 (CCA-5, 1947). 

**See Benjamin and Pigman, ‘‘Federal Estate 
and Gift Taxation of Louisiana Life Insurance,"’ 
28 Tulane Law Review 75, 243, 259 and note 221 
(1953-1954) . 

*7At most, it appears that she would be 
limited to a claim from the estate of one half of 
the community premiums paid on the policy. 
See work cited at footnote 26, at p. 268 and 
note 271. 

*8 Case cited at footnote 25, at p, 363. 

°° New York Life Insurance Company v. Bank 
of Italy, 60 Cal. App. 602, 214 Pac. 61 (1st Dist., 
1923). Possibly other incidents of ownership 
might have been seized upon by the Supreme 
Court if a California insurance case had come 
before it. The 1942 act also provided, with 
specific reference to life insurance, that ‘‘the 
term ‘incidents of ownership’ includes incidents 
of ownership possessed by the decedent at his 
death as manager of the community.”’ (1939 
Code Sec. 811(g)(4), added by 56 Stat. 945 
(1942).) The Supreme Court in Fernandez v. 
Wiener, cited at footnote 25, did not rely on this 
provision, and it is not clear that the Court 
would sustain a tax on the full community 
insurance estate where the insured manager of 
the community possessed an effective power to 
dispose of only one half of the proceeds under 
state community property law. However, in 
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faced with a constitutional question, the 
Court apparently felt more confident in re- 
verting to the pre-1942 practice of looking 
to incidents of ownership as defined by state 
law, rather than basing its decision on the 
validity of the 1942 amendments as applied 
to community property life insurance. The 
case, then, does not appear to control the 
constitutionality of taxing the entire pro- 
ceeds of a California community policy at 
the death of the first spouse, since the 
California husband’s power to change bene- 
ficiaries in effect extends only to one half 
of the proceeds.” In any event, further at- 
tacks on the constitutionality of Congress’ 
brief attempt to override state community 
property rules in this field have been rendered 
far less likely by repeal in 1948 of Section 
811(g)(4) and the other community prop- 
erty provisions of the 1942 act.” Only in the 
case of decedents dying between October 
21, 1942, and January 1, 1948, do these pro- 
visions remain applicable.” 


Godfrey v. Smythe, 50-1 usrc § 10,751, 180 F. 
(2d) 220 (CA-9), aff'g, per curiam, 50-1 ustc 
{ 10,753, 87 F. Supp. 982 (DC Calif., 1949), such 
a tax on California insurance was sustained 
under the 1942 act. 

* Revenue Act of 1948, Sec. 351(a), 62 Stat. 
116-117. The Revenue Act of 1948 also intro- 
duced the marital deduction in an effort to 
afford common law property the estate-splitting 
advanteges of community property. See article 
cited at footnote 13, at pp. 1121-1136. A deduc- 
tion is now allowed for property, including life 
imsurance (1954 Code Sec. 2056(b)(6)), left to 
a spouse in such fashion as to be fully subject 
to gift or estate taxes in the hands of the 
surviving spouse (1954 Code Sec. 2056(b)). Al- 
though community property as well as other 
property, if left to the spouse, can qualify for 
the marital deduction, the deduction may not 
exceed one half of the adjusted gross estate 
(1954 Code Sec, 2056(c)(1)), and for purposes 
of the marital deduction the adjusted gross 
estate does not include community property 
(1954 Code Sec. 2056(c)(2)(B)). Consequently, 
if an estate consists entirely of community 
property, no marital deduction is allowed. But 
where the entire value of community property, 
rather than only one half, is included in the 
estate of the first spouse to die, the community 
property will be included in the adjusted gross 
estate. 

For a discussion of the extent to which 
equalization between common law property and 
community property has been achieved under 
the marital deduction, see Anderson, ‘The 
Marital Deduction and Equalization Under the 
Federal Estate and Gift Taxes Between Com- 
mon Law and Community Property States,"’ 54 
Michigan Law Review 1087 (1956). 

™ Regs. 105, Sec. 81.23 (1942), as amended, 
T. D. 5699, 7 10(A), 1949-1 CB 188. This section 
also provides that in the case of a decedent 
dying after December 31, 1947, and on or before 
April 2, 1948, the tax under the 1948 act cannot 
exceed the tax that would have been due under 
the 1942 act. 
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Since the Revenue Act of 1948, it has 
been clear that state property rules control 
the estate taxation of community property 
life insurance. And possession at death of 
sufficient incidents of ownership, with re- 
gard “given to the effect of the State or 
other applicable law upon the terms of the 
policy,” has become the sole test under 
the 1954 Code for estate taxability of insur- 
ance on the life of the deceased when the 
proceeds are payable to persons other than 
the insured’s executor. This necessitates a 
study of local law in each case to determine 
what, if any, incidents were possessed at 
death. Such a study in California must 
commence with its community property 
laws. 


California Community Property 


The California Civil Code sets forth the 
basic statutory rules for determining whether 
property owned by California spouses is 
separate or community.” The code pro- 
vides that all property owned before mar- 
riage—including the rents, issues and profits 
therefrom—is separate, together with all 
property purchased with the proceeds of 
separate property.“ Everything else ac- 


quired during marriage is community prop- 
erty with the exception of acquisitions 
through gift, bequest, devise or descent.™ 

Of equal significance in determining the 
type of property involved in a particular 
case has been the willingness of the Cali- 
fornia courts to uphold even the most in- 
formal contracts between husband and wife 
transmuting one type into another.” 

Once it is determined through application 
of the statutory rules, in light of any agree- 
ment between the parties, that community 
property is involved,” it becomes important 
to understand the nature of each party’s 
ownership. Much has been written on this 
subject, particularly with reference to the 
historical development of the wife’s inter- 
est.™ Prior to 1927, most of the California 
decisions indicated that the wife had only 
an “expectancy” in the community assets ™ 
and not a “vested” interest.” This dogged 
refusal by the courts to label the wife’s 
interest a “vested” one existed in the pre- 
1927 period despite successive legislative 
additions to her community property rights. 
Important among these were two significant 
steps taken in 1923. For the first time, the 





*® Proposed Regs. Sec. 20.2042-1(c)(5), 21 Fed- 
eral Register 7886 (1956), was originally promul- 
gated, with only slight variations, as Regs. 105, 
See. 81.27 (1942), as amended, T. D. 5699, 
 14(F), 1949-1 CB 190, 

* California Civil Code Secs. 162, 163, 164 
(West, 1954). 

“ California Civil Code Secs. 169, 169.1, pro- 
vide for exceptions when the parties are living 
apart. 

*% California Civil Code Secs. 162, 163, 164. 

%¢ Hstate of Watkins, 16 Cal. (2d) 793, 108 Pac. 
(2d) 417 (1940); Perkins v. Sunset Telephone 
and Telegraph Company, 155 Cal. 712, 103 Pac. 
190 (1909). See California Civil Code Secs. 158, 
159 (West, 1954). 

The Tomaier doctrine illustrates the extent to 
which the courts have gone in recognizing the 
rights of spouses to decide between themselves 
the character of their holdings. In Tomaier v. 
Tomaier, 23 Cal. (2d) 754, 146 Pac. (2d) 905 
(1944), the California Supreme Court recognized 
an informal understanding between husband 
and wife that certain property, nominally held 
in joint tenancy, was in fact community prop- 
erty and so considered by them. But see 9 
Stanford Law Review 183 (1956), questioning 
the extent to which this doctrine may legiti- 
mately be carried. Apparently it is even im- 
material that real property is involved, since 
the courts uphold executed oral agreements that 
would normally fall within the statute of frauds. 
Kenney v. Kenney, 220 Cal, 134, 30 Pac. (2d) 
398 (1934). 

* The California courts have often stated that 
community property is the rule and separate 
property the exception (Jn re Estate of Jolly, 
196 Cal. 547, 238 Pac. 353 (1925)). Accordingly, 
there is a presumption that property acquired 
during marriage is community property (Cali- 
fornia Civil Code Sec. 164 (West, 1954)). 
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% See Daggett, ‘‘The Modern Problem of the 
Nature of the Wife's Interest in Community 
Property,”” 19 California Law Review 567, 
577-601 (1931); Kirkwood, ‘““‘The Ownership of 
Community Property in California,’’ 7 Southern 
California Law Review 1 (1933); Simmons, ‘“The 
Interest of a Wife in California Community 
Property,’’ 22 California Law Review 404 (1934). 

*® Spreckels v. Spreckels, 116 Cal. 339, 48 Pac. 
228 (1897); In re Burdick, 112 Cal. 387, 44 Pac. 
734 (1896). 

“ There was sufficient uncertainty to cause 
the Treasury Department much distress, it hav- 
ing ruled in 1917 that it would follow formal 
property concepts under state law in the com- 
munity property states (T. D. 2450, 19 T. D. 
38 (1917)). See work cited at footnote 7, at Sec. 
207 (1942). 

“See Kirkwood, article cited at footnote 38. 
In 1917 the California inheritance tax law was 
amended to exclude the wife’s half of the com- 
munity from state inheritance tax at the death 
of the husband (California Statutes 1917, Ch. 
589, pp. 880, 881). Although the United States 
Court of Appeals for the Ninth Circuit held that 
this amendment had made the wife's interest a 
‘‘vested’’ one (Wardell v. Blum, 276 F. 226 
(CCA-9, 1921), cert. den., 258 U. S. 617 (1922)), 
the California Supreme Court held that this 
was not the legislative intent, and that the 1917 
amendment applied for state tax purposes only 
(Stewart v. Stewart, 199 Cal. 318, 249 Pac. 197 
(1926)). Following the Stewart case, the Ninth 
Circuit reconsidered the views expressed in 
Wardell v. Blum and concluded that the wife's 
interests in California community property were 
not ‘‘vested” (Talcott v. U. 8., 1 usre § 219, 23 
7 oe 897 (CCA-9), cert. den., 277 U. S. 604 
(1928)). 
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wife was given a power of testamentary 
disposition as to half of the community 
property, with the further provision that if 
the husband died first and failed to dispose 
of his half of the community property, it 
should go to his wife instead of to his 
descendants as under prior law.” But the 
amendment was viewed as simply announcing 
a new rule of succession and not altering 
the wife’s rights in the property during her 
husband’s lifetime.” Finally in 1927, spurred 
on by adverse federal tax consequences in 
both the income“ and estate fields, the 
California Legislature took the decisive step 
of enacting California Civil Code Section 
l6la,” which has come to be accepted as 
establishing that lifetime interests in the 
community property are “vested” in the 
wife.” Retroactive effect has not been given 
to the 1927 enactment, however, and thus 
it is necessary today to inquire in each case 
whether the community property was ac- 
quired after July 28, 1927. If not, earlier 
decisions still govern.“ The seeming arbi- 
trariness of the legislatively decreed date is 
tempered by the liberality of California law 
with regard to inter-vivos transfers between 
spouses.” “Old” community property (ac- 
quired before July 29, 1927) can become 


“new” community property by agreement 
between the spouses,” just as separate and 
community property may be transmuted by 
appropriate agreement. 

Of course the interest of the wife is 
thinned to the extent that the property is 
still under the husband’s management and 
control. The husband as manager has “like 
absolute power of disposition, other than 
testamentary, as he has of his separate es- 
tate,” ™ with the important qualification that 
he may not make lifetime gifts of com- 
munity personal property without the written 
consent of the wife.” Contrasted with this 
limitation on inter-vivos gifts is the limitation 
on testamentary dispositions which extends 
only to one half of the community prop- 
erty." Difficulties have been encountered in 
reconciling the prohibition against inter-vivos 
gifts and the limitation on testamentary 
dispositions. It has long been settled that a 
lifetime gift made without the wife’s written 
consent is not a nullity but is only voidable 
at the option of the wife.“ The wife’s right 
to revoke extends to the entire gift if she 
makes the election during the life of her 
husband,” but only to one half of the gift 
if she seeks to recall it after his death.” 





“California Civil Code Sec. 1401 (Deering, 
1927) (now California Probate Code Sec. 201 
(West, 1956)). 

“See Travelers Insurance Company v. Fan- 
cher, 219 Cal. 351, 26 Pac. (2d) 482 (1933); 
Trimble v. Trimble, 219 Cal. 340, 26 Pac. (2d) 
477 (1933); Estate of Phillips, 203 Cal. 106, 263 
Pac. 1017 (1928). 

“U. 8. v. Robbins, 1 ustc J 154, 269 U. S. 315 
(1926) (entire California community income 
taxed to the husband). 

“See T. D. 3891, V-2 CB 232 (1926), ruling 
that the entire California community property 
estate of a deceased husband was subject to 
federal estate tax, and reversing T. D. 3670, 
IV-1 CB 19 (1925), which had subjected only 
one half to estate tax. Talcott v. U. 8., cited at 
footnote 41, upheld the 1926 ruling. 

“California Statutes, 1927, Ch. 226, p. 484 
(effective July 29, 1927). 

“7 See Kirkwood, article cited at footnote 38, 
at pp. 11-13. The desired federal income tax 
effect—division of community income between 
the spouses—had successfully been achieved by 
the 1927 enactment according to U. 8. v. Mal- 
colm, 2 ustc { 650, 282 U. S. 792 (1931). Here 
the United States Supreme Court answered in 
the affirmative the certified question: ‘‘Has the 
wife, under Section 161a of the Civil Code of 
California [effective July 29, 1927], such an 
interest in the community that she should 
separately report and pay tax on one-half of 
such income?’’ (At p. 794.) Lower federal courts 
following the 1927 amendment have approved 
division of the deceased husband's community 
property estate for estate tax purposes (U. 8. 
v. Goodyear, 38-2 ustc { 9538, 99 F. (2d) 523 
(CCA-9, 1938) (interpretation of a conveyance 
from husband to wife patterned after Sec. 
161a); Bank of America National Trust and 
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Savings Association v. Rogan, 40-1 ustc { 9475. 
33 F. Supp. 183 (DC Calif.). 

* Stewart v. Stewart, cited at footnote 41. 

*” See footnote 36. 

% U. 8. v. Goodyear, cited at footnote 47. 

* California Civil Code Sec. 172 (West, 1954). 

® California Civil Code Sec. 172: Gifts of com- 
munity property by the husband to the wife, 
making it her separate property, are an excep- 
tion to this rule requiring the wife’s written 
consent (Logan v. Thorne, 205 Cal. 26, 269 Pac. 
626 (1928); Kaltschmidt v. Weber, 145 Cal. 596, 
79 Pac. 272 (1904)). 

a California Probate Code Sec. 201 (West, 
1956). 

* Dargie v. Patterson, 176 Cal. 714, 169 Pac. 
360 (1917): Spreckels v. Spreckels, 172 Cal. 775, 
158 Pac. 537 (1916); dictum, McDougald v. First 
Federal Trust Company, 186 Cal. 243, 245, 199 
Pac. 11, 12 (1921). 

% Britton v. Hammell, 4 Cal. (2d) 690, 52 Pac. 
(2d) 221 (1935); Lynn v. Herman, 72 Cal. App. 
(2d) 614, 165 Pac. (2d) 54 (4th Dist., 1946). 

Even following the community property 
amendments of 1923, giving the wife all of the 
community property in the absence of a testa- 
mentary disposition by the husband, it was held 
that the husband's lifetime gift was in effect an 
advance testamentary disposition and that her 
right to revoke after death was limited to one 
half. Travelers Insurance Company v. Fancher, 
= Trimble v, Trimble, both cited at footnote 

These rules of course apply only where a 
gift of community property has been attempted. 
During his lifetime the husband, as manager 
of the community, may dispose of property for 
a consideration without the wife’s consent 
(Union Mutual Life Insurance Company v. 
Broderick, 196 Cal. 497, 238 Pac, 1034 (1925)). 
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One further code provision related to 
community property should be referred to 
at this point. California Probate Code 
Section 201.5 provides that all personal 
property acquired during marriage while 
domiciled elsewhere, which would not have 
been separate property had the parties been 
domiciled in California, shall be treated 
as community property for succession pur- 
poses if owned at death by either husband 
or wife after they have moved to California. 
It should be observed that this statute does 
not purport to transform separate property 
into community property during the lives 
of both husband and wife, nor does it have 
reference to real property. The conse- 
quences of this statute may be quite startling 
to the newcomer to California. If the hus- 
band dies first, he has a testamentary power 
of disposition as to only one half of such 
property, and in the absence of a’ testa- 
mentary disposition it all goes to his wife. 
Even more surprising to the husband might 
be his wife’s testamentary bequest to a 
third person of one half of such property 
if she predeceases him.” 


California Life Insurance Contracts 


Within the framework of California com- 
munity property, the life insurance contract 
can next be studied in order to determine 
what incidents of ownership are possessed 
by the various parties. In so doing it is 
essential to realize that such a contract is 
a form of property, usually with an as- 
certainable value during the life of the 
insured, and similar in many respects to 
other forms of property interests.” Much 


confusion abounds, however, as to the exact 
nature of this type of property. This diffi- 
culty stems in large part from the failure 
to distinguish between rights in the policy 
during life and rights in its proceeds fol- 
lowing the insured’s death, as well as from 
a lack of understanding of the methods of 
transferring life insurance interests. A fur- 
ther source of confusion arises from the fact 
that although occasionally the same indi- 
vidual may possess all rights in the policy 
as well as in its proceeds, these rights 
may be, and usually are, divided in varying 
combinations. Because a system of com- 
munity property itself effects a basic and 
pervasive division of rights and ownership 
interests as between spouses, it becomes 
necessary to turn to the California cases 
dealing with community life insurance con- 
tracts. 

In recognition of the fact that life insur- 
ance is but another form of property, the 
California cases are clear that such contracts 
may be separate property, community prop- 
erty or mixed, depending upon the source 
of the premium payments.” Thus, to the 
extent of determining whether a policy is 
community property or not, the test of 
premium payment continues effective, de- 
spite its abandonment by Congress as an 
ultimate criterion of taxability. Proration 
of policy proceeds based upon the ratio of 
separate premiums to community premiums 
will become necessary when both types have 
been used.” If this ratio is unascertainable, 
the usual presumption that all premiums 
were from community funds will apply just 
as in the case of other types of property." 





(Footnote 56 continued) 
California Labor Code Sec. 300(b) (West, 1955), 
sets forth an exception to this rule where wages 
are assigned, in which case the written consent 
of the wife is necessary. 

% For a study of California Probate Code Sec. 
201.5 (West, 1956), and a recommendation for 
its amendment, see “Rights of a Surviving 
Spouse in Property Acquired by Decedent 
While Domiciled Elsewhere,’’ Rec. & Study, 
California Law Revision Commission E-5 (1956). 
The constitutionality of the section, as applied 
to permit a testamentary disposition on the 
prior death of the nonacquiring spouse, has 
been seriously questioned (work cited above, at 
E-25). 

% In re Dobbel, 104 Cal. 432, 435, 38 Pac. 87 
(1894): ‘‘But the insurance policy, when issued, 
was property, and valuable property. It could 
be sold, assigned, or bequeathed by the owner 
thereof.’"’ The tendency of many parties to 
divorce proceedings to forget about insurance 
as part of their property is discussed in Mooney, 
“Insurance in Divorce Cases: Unsettled Rights 
Mean Future Litigation,’ 41 American Bar As- 
sociaiion Journal 315 (1955). A policy of insur- 
ance might have particular value if the insured 
could no longer obtain insurance for health or 
other reasons. 
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% Travelers Insurance Company v. Fancher, 
cited at footnote 43; Gettman v. City of Los 
Angeles Department of Water and Power, 87 
Cal. App. (2d) 862, 197 Pac. (2d) 817 (2d Dist., 
1948); New York Life Insurance Company v. 
Bank of Italy, cited at footnote 29. By the 
same token, the source of premium payments 
will determine whether ‘‘old type’’ or “new 
type’’ community property insurance is in- 
volved, or possibly a combination of both. If 
“old type,’’ it will be given the same treatment 
for federal tax purposes as separate property, 
following the earlier decisions (Rule v. U. 8., 
45-2 ustc § 10,241, 105 Ct. Cls. 176, 63 F. Supp. 
351; Elizabeth C. McCoy, CCH Dec. 10,676, 39 
BTA 822 (1939)). 

® Modern Woodmen of America v. Gray, 113 
Cal. App. 729, 299 Pac. 754 (1931). 

“ Prudential Insurance Company v. Harrison, 
106 F. Supp. 419 (DC Calif., 1952); Johnston 
v. Johnston, 106 Cal. App. (2d) 775, 236 Pac. 
(2d) 212 (2d Dist., 1951). See Rule v. U. S8., 
cited at footnote 59, where the Court of Claims 
held that in absence of evidence to the contrary, 
the Commissioner’s determination that pre- 
miums were not paid out of “‘new type’’ com- 
munity funds was entitled to the same weight 
for purposes of the burden of proof as the 

(Continued on following page) 
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In the typical case of a policy of insur- 
ance on the life of a marrried man, the 
premiums all having been paid with com- 
munity- funds, the California law is clear: 
The contract of insurance itself is community 
property, as are the proceeds paid at the 
death of the insured.” If the wife prede- 
ceases her insured husband, her interest in 
the policy is treated in the same way as any 
other item of community property.“ The 
wife’s interest in such policies also is recog- 
nized in the event of divorce.™ 


Where the wife is named beneficiary and 
the husband reserves, but does not exercise, 
the right to change beneficiaries, the entire 
proceeds go to her at the husband’s death, 
one half in her own right as co-owner of the 
community property® and one half as a 
gift from her husband.” As to such gifts, 
her consent in writing is of course not 
required,” but where the husband has, 
(Footnote 61 continued) 


without receiving consideration, named some 
one other than his wife as beneficiary with- 
out her written consent, the gift violates 
Section 172 of the California Civil Code.* 
The California courts have consistently held 
that the gift in such cases is not a nullity 
but is voidable at the option of the wife 
following the insured’s death to the extent 
of one half the policy proceeds.” The doc- 
trine that a.wife in California can claim 
one half of the proceeds of a community 
life insurance policy as against the named 
beneficiary, even where the policy makes no 
reference to her interest and names only her 
husband as owner and where all dealings 
have been between the husband and the 
insurance company, was first enunciated in 
New York Life Insurance Company v. Bank 
of Italy.” It came as a shock to many who 
owned insurance as well as to insurance 
companies “ and immediately received criti- 
cism.” However, the frequently announced 


established rule of New York Life Insurance 


California presumption that commingled funds 
were all community property. Consequently, it 
was held that the taxpayer had not sustained 
the necessary burden of disproving the Com- 
missioner’s determination that all insurance 
proceeds were includable in the insured’s es- 
tate. 

@ Travelers Insurance Company v. Fancher, 
cited at footnote 43; dicta, Grimm v. Grimm, 10 
Life Cases 774, 26 Cal. (2d) 173, 175, 157 Pac. 
(2d) 841, 842 (1945); Blethen v. Pacific Mutual 
Life Insurance Company, 198 Cal. 91, 99, 243 
Pac. 431, 434 (1926); Union Mutual Life Insur- 
ance Company v. Broderick, cited at footnote 56. 

® If undisposed of by will, for example, her 
interest passes under the laws of intestate suc- 
cession pertaining to community property. This 
was held to be the case where the wife had 
been named beneficiary, despite the reservation 
by the husband of the right to revoke and a 
provision in the policy that the proceeds should 
go to the husband’s estate if the wife prede- 
ceased him. The property actually did pass to 
the husband under now California Probate Code 
Sec. 201 (West, 1956), but because it passed 
by succession rather than contract, the spe- 
cial rules of now California Probate Code Sec. 
228 applied on the husband's later intestacy 
(Estate of Castagnola, 68 Cal. App. 732, 230 Pac. 
188 (ist Dist., 1924)). See also Estate of Wede- 
meyer, 109 Cal. App. (2d) 67, 240 Pac. (2d) 
8 (1st Dist., 1952); In re Dobbel, cited at foot- 
note 58. In the latter case the wife had been 
named beneficiary irrevocably, the policy being 
payable to her, her executors, administrators 
or assigns. She died intestate before her insured 
husband and it was held that the entire policy 
passed at her death as separate property, her 
husband having made a gift to her of the 
policy during his lifetime. 

* Tompkins v. Tompkins, 83 Cal. App. (2d) 
71, 187 Pac. (2d) 840 (1st Dist., 1947). 

® See cases cited at footnote 69. 

* Although the California cases often refer 
to a gift from the husband to the wife of the 
insurance proceeds at the husband's death (Hs- 
tate of Perkins, 21 Cal. (2d) 561, 571, 134 Pac. 
(2d) 231, 237 (1943)), this can only be true for 
one half of the proceeds in view of the well- 
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Company v. Bank of Italy, cited at footnote 29. 
® See footnote 52. 


® California Civil Code Sec. 172 (West, 1954). 
See cases cited at footnote 69. 

*” Travelers Insurance Company v. Fancher, 
cited at footnote 43; Dixon Lumber Company v. 
Peacock, 217 Cal. 415, 19 Pac. (2d) 233 (1933); 
New York Life Insurance Company v. Bank of 
Italy, cited at footnote 29. 

7 Cited at footnote 29. 

™In New York Life Insurance Company v. 
Bank of Italy, cited at footnote 29. The court, 
on petition for rehearing, refused to discuss 
the question of the right of an insurance com- 
pany to pay the named beneficiary at the death 
of the insured prior to notice of any adverse 
claims. The company in that case had im- 
pleaded the parties and paid the proceeds into 
court. But in Blethen v. Pacific Mutual Life 
Insurance Company, cited at footnote 62, it was 
held that the company would be protected in 
such case whatever the rights of the wife might 
be against the designated beneficiary who re- 
ceived the proceeds. California Insurance Code 
Sec. 10172 (West, 1955), was enacted in 1935 
(California Statutes, 1935, Ch. 145, p. 639), and 
amended in 1941 (California Statutes, 1941, Ch. 
272, p. 1382), to fortify this decision and further 
protect the insurance companies. 

= ‘The occasion of the decision in New York 
Life Insurance Company v. Bank of Italy is 
probably the first time in the history of the 
State that any court has held that a contract 
of insurance made by a married man or woman 
is not to be read according to its literal mean- 
ing, but is to be interpreted in the light of the 
background of the intricate community system, 
in a manner which demands, so the District 
Court of Appeal decides, a construction dis- 
placing the literal meaning. Thousands of 
polices have been dealt with by insurers and 
insured in ignorance of what the court now 
says is law; the rights of hundreds or thousands 
of policyholders, beneficiaries and insurers are 
affected by this novel ruling. There is nothing 
in business practice in favor of it."” McMurray, 
“Community Property: Proceeds of Husband's 
Insurance Policy as Community Property,’’ 11 
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adoption of the doctrine by the California 
Supreme Court™ has made the question of 
the correctness of the district court of ap- 
peals’ decision academic. 


Where the wife fails to revoke the gift as 
to one half of the proceeds following the 
husband’s death, she is deemed to have 
made a gift to the named beneficiary to that 
extent." If she appropriately releases her 
community interest in a policy during the 
life of both spouses, she has made an inter- 
vivos gift.” 


Federal Tax Consequences 


Proceeds receivable by the insured hus- 
band’s executor: Section 2042(1).—The rec- 
ognition by the California courts that the 
wife does have substantial, probably vested, 
interests in a community life insurance con- 
tract, and that by the same token the hus- 
band’s interest in his wife’s one half of the 
community property is only as her agent 
during their joint lives, has had important 
federal tax consequences. The regulations 
are clear that upon the death of the hus- 
band, where the entire proceeds of a com- 


munity insurance policy are payable to his 
estate, the wife may claim one half as her 
community share free of tax, and only the 
other half is considered “receivable by the 
executor” and taxable under Section 2042(1) 
of the Internal Revenue Code of 1954.% The 
wife’s one half is only technically received 
by the husband’s executor and then only as 
agent for the wife. To be contrasted is the 
situation where the wife during her lifetime 
has released her community interest in the 
policy to her husband, thus converting it to 
the husband’s separate property. The pro- 
ceeds payable to his executor at death will 
then be fully included in his gross estate, 
not being received as community assets. 


As under former law,” Section 2042(1) 
is applicable even though insurance proceeds 
are receivable by someone other than the 
estate if the proceeds are subject to an 
obligation legally binding on the named 
beneficiary to pay claims enforceable against 
the estate.” To the extent of this obligation, 
the proceeds will be treated as “receivable 
by the executor” and one half thereof taxed 
under Section 2042(1) in the case of a com- 
munity insurance policy.” 





(Footnote 72 continued) 
California Law Review 425, 425-426 (1923) (case 
comment). 

In Louisiana the husband may name a third- 
party beneficiary of community insurance poli- 
cies with no comparable right in the wife to 
claim one half of the proceeds. See Benjamin 
and Pigman, article cited at footnote 26. In 
Travelers Insurance Company v. Fancher, cited 
at footnote 43, the argument was made, but re- 
jected by the court, that since the 1923 amend- 
ments to the California Civil Code, giving all 
community property to the wife in the absence 
of a testamentary disposition by the husband, 
the widow should be able to claim the entire 
insurance proceeds as against a third person 
named as beneficiary. 

™% See cases cited at footnote 6). The United 
States Supreme Court in Wissner v. Wissner, 
338 U. S. 655 (1950), rev’g 89 Cal. App. (2d) 
759, 201 Pac. (2d) 837 (3d Dist., 1949), grafted 
an exception onto California community prop- 
erty law with respect to National Service Life 
Insurance. Although the insured’s army pay, 
admittedly California community property, had 
been used to pay premiums, the Court ruled in 
favor of the named beneficiary, the insured’s 
mother, as to the entire proceeds of such in- 
surance in a suit by the widow to recover one 
half. It was held by a majority of five that 
Congress had intended the insured to have com- 
plete control over the designation of a benefi- 
ciary under the National Service Life Insurance 
Act of 1940 (54 Stat. 1008, 38 USC Sec. 801 
(1952)), even to the exclusion of his wife's 
community property interests, and that Con- 
gress could constitutionally so provide. The 
three dissenting justices concluded that a recog- 
nition of the wife’s property rights in the policy 
was not inconsistent with the federal act and 
emphasized that she was claiming not as a 
beneficiary but as a co-owner of the policy un- 
der California community property law (338 
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U. S., at p. 662 (dissenting opinion)). This 
distinction is a difficult one for many, appar- 
ently Supreme Court justices, to draw. 

™ Blethen v. Pacific Mutual Life Insurance 
Company, cited at footnote 62. 

““However, until the wife elects to establish 
her community right by the assertion of her 
rightful claim, the gift by the husband is valid. 
As to her the gift is a nullity only when she 
elects to treat the same as a nullity. The rule 
that the gift of a husband of community prop- 
erty is valid until avoided by the wife, appli- 
cable to community property in general, is 
applicable to the proceeds of an insurance 
policy, the premiums of which have been paid 
out of community funds.’’ 

Her interest may be released by joining 
with her husband in a signed request for 
change of beneficiary (Zttlinger v. Connecticut 
General Life Insurance Company, 13 Life Cases 
1024, 175 F. (2d) 870 (CA-9, 1949)). It is pos- 
sible for a wife to release her interest orally. 
See Aetna Life Insurance Company v. Wood, 2 
Cal. App. (2d) 579, 38 Pac. (2d) 853 (4th Dist., 
1934) (husband gave consideration). 

%® Proposed Regs. Sec. 20.2042-1(b)(2), 21 Fed- 
eral Register 7885 (1956) provides: “‘If the pro- 
ceeds of an insurance policy made payable to the 
decedent’s estate are community assets under 
the local community property law and, as a 
result, half of the proceeds belongs to the de- 
cedent’s spouse, then only half of the proceeds 
is considered to be receivable by or for the 
benefit of the decedent's estate.’’ 

™ Regs. 105, Sec. 81.26 (1942). 

™ Proposed Regs. Sec. 20.2042-1(b)(1), 21 
Federal Register 7885 (1956). 

™ It is arguable that where insurance proceeds 
received by someone other than the estate are 
by state law subjected to the claims of credi- 
tors of the estate, and are actually reached by 
such creditors, these proceeds would be includ- 

(Continued on following page) 
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Proceeds receivable by other benefici- 
aries: Section 2042(2).—The major prob- 
lems in the field of life insurance estate 
taxation have arisen in connection with 
policies payable to beneficiaries other than 
the insured’s estate. Here, as pointed out 
previously, the sole test under the new Code 
is one of possession at death of any incident 
of ownership. Although the Code itself 
does not define “incidents of ownership,” 
the regulations shed considerable light: 


“For purposes of this section, the term 
‘incidents of ownership’ is not limited in its 
meaning to ownership of the policy in the 
technical legal sense. Generally speaking, 
the term has reference to the right of the 
insured or his estate to the economic bene- 
fits of the policy. Thus, it includes the 
power to change the beneficiary, to sur- 
render or cancel the policy, to assign the 
policy, to revoke an assignment, to pledge 
the policy for a loan, or to obtain from the 
insurer a loan against the surrender value 
of the policy, etc. Similarly, the term in- 
cludes a power to change the beneficiary 
reserved to a corporation of which the de- 
cedent is sole stockholder.” ™ 


Little question is presented today when, 
as in the usual case, the insured reserves 
the right to change the beneficiary and also 
possesses the other usual powers, that is, 
those set forth in the regulations. Even 
where insurance is taken out and com- 
pletely paid for by someone other than the 
insured, possession by the insured at death 
of such extensive powers will lead to in- 
clusion in his gross estate of all of the 


policy proceeds." The insured is in sub- 
stance the real owner of the insurance con- 
tract with complete control over it and its 
proceeds. Section 2042 was clearly intended 
to reach such ownership and there is no 
constitutional objection in so doing.” 


If, however, the policy is a community 
asset in California, federal law is now clear 
that only one half of the proceeds will be 
included in the gross estate,“ the decedent 
being the true owner under state law of no 
more than that portion, even where the 
policy purports to vest in him all of the 
powers enumerated in the regulations. 


But this has not always been the case. 
Even before the period when Congress chose 
to ignore state community property law 
(1942-1948),“ there was a question as to 
whether the entire proceeds of California 
community insurance might be taxed in the 
estate of the first-deceased spouse when he 
retained incidents of ownership such as 
those listed above, despite the fact that the 
wife had a half interest under state law. 
In Bank of America National Trust and Sav- 
ings Association v. Commissioner,” it was 
held that under the Revenue Act of 1926” 
the full proceeds of community insurance 
policies purchased after 1927 were “taken 
out by the decedent upon his own life” and 
thus includable in his gross estate to the 
extent that they exceeded the then exemp- 
tion of $40,000. The circuit court of appeals 
held that local law ™ was immaterial. Judge 
Wilbur, dissenting, emphasized the vested 
nature of the wife’s interest and concluded 
that the policy was in actuality one taken 





(Footnote 79 continued) 

able under Sec. 2042(1). California Code of 
Civil Procedure Sec. 690.19 (West, 1955), ex- 
empts from the claims of creditors life insur- 
ance benefits where the annual premiums do 
not exceed $500. It also provides exemption 
of a similar amount where the benefits go to 
the insured’s spouse or minor children. Where 
community insurance in excess of the exemption 
is received by the estate or by a third person, 
it will be subject to debts of the estate where 
the debt was incurred by the husband, unless 
the community property stemmed from the 
wife’s earnings and was not for necessities 
(California Civil Code Sec. 168 (West, 1954)). 
The community insurance proceeds, with the 
exception of the wife’s earnings, would not be 
subject to debts of the wife contracted after 
marriage (Sec. 167). Community proceeds, with 
the exception of the husband's earnings, would 
be subject to the debts of the wife contracted 
prior to marriage (Sec. 170). Where the com- 
munity policy has been pledged as security for 
a loan, one half of its proceeds are considered 
as receivable for the benefit of the estate. Pro- 
posed Regs. Sec. 20.2042-1(b)(2), 21 Federal 
Register 7885 (1956). 
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% Proposed Regs. Sec. 20.2042-1(c)(2), 21 Fed- 
eral Register 7885 (1956). The proposed regula- 
tion in this respect merely reflects earlier court 
decisions. See, for example, Chase National 
Bank v. U. 8., 1 ustc 9 346, 278 U. S. 327 
(1929). See also Regs. 105, Sec, 81.27 (1942); 
S. Rept. 1631, 77th Cong., 2d Sess., p. 235 
(1941); H. Rept. 2333, 77th Cong., 2d Sess., p. 
163 (1941). 

% See Hstate of Karagheusian v. Commis- 
sioner, 56-1 ustc { 11,605, 233 F. (2d) 197 (CA-2, 
1956), where the entire proceeds were includable 
in the estate of the insured who had only lim- 
ited control, shared with others. 

®See case cited at footnote 80. Although 
the deceased insured also paid premiums, this 
fact was not stressed by the Supreme Court 
Possession of incidents of ownership alone was 
held sufficient to come within the ‘‘reach of the 
taxing power.”’ 

% Proposed Regs. Sec. 20.2042-1(c)(5), 21 Fed- 
eral Register 7886 (1956). See footnote 91. 

% See pp. 599-601 of the text. 

% 37-2 ustc { 9382, 90 F. (2d) 981 (CCA-9). 
i Revenue Act of 1926, Sec. 302(g), 44 Stat. 


* That is, local law as represented by Cali- 
fornia Civil Code Secs. 16la, 172, 172a (West, 
1954). See pp. 601-603 of the text. 
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out by the community on the husband’s life 
and should be included only to the extent 
of one half of the proceeds.™ In Lang v. 
Commissioner,” where it was held that only 
one half of the proceeds of Washington 
community life insurance should be in- 
cluded in the gross estate of the insured, 
the Supreme Court expressly disapproved 
the Ninth Circuit’s refusal to recognize 
California law in the Bank of America case.” 
Since the Lang decision there has been little 
doubt that “new” community property life 
insurance in California is to be similarly 
treated and taxed only to the extent of one 
half of the proceeds in the estate of the in- 
sured." This is true even though the insured 
alone is named in the policy as the owner 


‘which 


and the possessor of all the usual incidents 
of ownership. The substantial interests of 
the unnamed spouse in a community prop- 
erty state thus give rise to one of the 
anomalies in the field of life insurance. 


Shedding incidents of ownership: assign- 
ment.—Having won the battle of excluding 
half the proceeds from the insured’s gross 
estate, what means are available in Cali- 
fornia for shedding incidents of ownership 
prior to death in order to avoid all estate 
tax under Section 2042(2)?™ 


Any analysis of this problem necessitates 
an understanding of the various ways in 
interests in life insurance can be 
transferred. The most effective means is 





% See case cited at footnote 85, at p. 985. 
At least three other judges in the Ninth Cir- 
cuit, not sitting in the Bank of America case, 
agreed with Judge Wilbur. See statement to 
this effect in Lang v. Commissioner, 38-2 ustc 
7 9403, 97 F. (2d) 867, 869 (CCA-9), following 
the Supreme Court decision in Lang v. Com- 
missioner, cited at footnote 20. 

® Cited at footnote 20. 

® See Lang v. Commissioner, cited at footnote 
20, at p. 267. Poe v. Seaborn, cited at footnote 
20, at 111, 112, also involving Washington 
community property, and Blair v. Commis- 
sioner, cited at footnote 20, at pp. 9, 10, in- 
volving the validity of an assignment of trust 
income, both cases arising under the federal in- 
come tax statutes, were cited by the Supreme 
Court for the proposition that local law was 
controlling. 

™ Since the Revenue Act of 1948, Sec. 351(a), 
62 Stat. 116-117, with its repeal of the com- 
munity property provisions of the 1942 act, the 
Lang decision retains its force. See p. 601 of 
the text. 

Proposed Regs. Sec. 20.2042-1(c)(5), 21 Fed- 
eral Register 7886 (1956), now provides that 
where the husband, as manager of the com- 
munity, has the power to surrender the policy, 
the proceeds thereupon inuring to the marital 
community, ‘‘the power of surrender possessed 
by the decedent as agent for his wife with 
respect to half of the policy is not, for pur- 
poses of this section, an ‘incident of owner- 
ship’, and the decedent is, therefore, deemed to 
possess an incident of ownership in only half 
of the policy.” 

An exception to this rule might exist where 
the husband has the power to make the entire 
proceeds of a National Service Life Insurance 
policy payable to a third person without his 
wife’s consent. See footnote 73. In such case 
the right to change the beneficiary would be an 
incident of ownership exercisable on his own 
behalf and not on behalf of the community, 
and the entire proceeds of such a policy might 
be included in his gross estate. The Internal 
Revenue Service has so ruled (Rev. Rul. 56-603, 
1956-2 CB 82). 

In Elizabeth C. McCoy, cited at footnote 59, 
the Lang decision was followed with respect to 
insurance purchased in California with pre- 
miums paid from post-July 28, 1927 community 
property, the Board of Tax Appeals stating that 
the Supreme Court had found the California 
and Washington community property laws es- 
sentially similar. The Commissioner had cited 
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no authority in support of a tax on the entire 
proceeds. See also other cases involving Cali- 
fornia insurance: Estate of Daniel G. Arbuth- 
not, CCH Dec. 12,575-H; Estate of George W. 
Fuhr, CCH Dec. 12,464-C; state of 8. A. 
Scherer, CCH Dec. 11,371-A; Estate of Victor 
Eisner, CCH Dec. 10,876-B. In Rule v. U. &., 
cited at footnote 59, the Court of Claims recog- 
nized the Lang rule as applicable in California 
but held that the taxpayer had not sustained 
the burden of overcoming the Commissioner’s 
determination that ‘‘new’’ community property 
had not been used to pay premiums. 

Louisiana community property insurance law 
has also had an uncertain history. In Newman 
v. Commissioner, 35-1 ustc { 9253, 76 F. (2d) 
449 (CCA-5, 1935), it was held that the entire 
proceeds were includable in the deceased hus- 
band’s gross estate despite the wife’s commu- 
nity property interest. This case was deemed 
overruled by the Lang decision, although not 
mentioned therein, and subsequent decisions 
included only one half of Louisiana community 
insurance proceeds (De Lappe v. Commissioner, 
40-2 ustc ] 9551, 113 F. (2d) 48 (CCA-5)). Dur- 
ing the 1942-1948 period the case of Fernandez 
v. Wiener, cited at footnote 29, was controlling, 
requiring the inclusion of the entire proceeds, 
but it was assumed that the repeal of the 1942 
act would bring about a return to the Lang 
rule in Louisiana as well as in the other com- 
munity property states. The Bureau decided 
otherwise in 1951 and required the inclusion 
of the entire proceeds in the case of Louisiana 
life insurance, apparently on the theory that 
the wife had no claim to such proceeds after 
the death of the husband when a third person 
was named as beneficiary. The Bureau capitu- 
lated in 1953 (Rev. Rul. 48, 1953-1 CB 392). 
For a detailed history of the Louisiana deci- 
sions and rulings, see Benjamin and Pigman, 
article cited at footnote 26. 

% See Casner, ‘“The Internal Revenue Code of 
1954: Estate Planning,’’ 68 Harvard Law Review 
222, 252-254 (1954), discussing the important 
factors in a determination of whether to trans- 
fer incidents of ownership in life insurance. 

It goes without saying that if the insured 
at no time possessed any incidents of owner- 
ship there is no problem of disposing of them. 
This might be the case, for example, where 
the wife’s separate funds, and not community 
funds, are used to pay premiums, the wife 
taking out the policy on the husband’s life and 
giving the husband no rights under the policy 
at any time. 
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to make an irrevocable assignment of all 
interests in a policy in the same way that 
a transfer might be made of interests in 
other forms of property.” Such an assign- 
ment may be to an irrevocable trust™ or 
directly to the named beneficiary or to 
someone not previously named as_ bene- 
ficiary “—any one of these can effectively 
remove the policy proceeds from any tax 





*® California Insurance Code Sec. 10130 (West, 
1955). An assignment of a life insurance policy 
as collateral security only, probably the most 
common type of insurance assignment today, 
would not seem to divest the insured of his 
previous incidents of ownership. Furthermore, 
the proceeds would probably be treated as re- 
ceivable by the executor within the meaning of 
Sec, 2042(1). See footnote 79. Whether the 
assignment to a creditor is in form absolute 
or conditional, it is generally treated as being 
for security purposes only and does not make 
the assignee-creditor the owner of the policy 
(Comment, ‘““The Assignment of Life Insurance 
as Collateral Security for Bank Loans,"’ 58 Yale 
Law Journal 743, 754 (1949)). He is limited 
to recovery of his claims from the insurance 
proceeds, the balance going to the insured’s 
estate or to his designated beneficiary. Con- 
sequently, it would seem that an assignment 
of this nature would have no effect in so far 
as Sec. 2042(2) is concerned. The amount of 
the obligation for which the policy was pledged 
would, in the usual case, be deductible from 
the gross estate under 1954 Code Sec. 2053(a) (4) 
after inclusion of the policy proceeds under 
Sec. 2042. 

™% See Smith, Personal Life Insurance Trusts 
(1950), for a comprehensive treatment of this 
subject. 

* It is held in most jurisdictions that where 
the right to vhange beneficiaries is reserved, the 
effect of an irrevocable assignment, not for secu- 
rity purposes, to one other than the named 
beneficiary is to terminate all rights of the 
latter. Vance, Insurance (3d Ed., 1951), p. 681. 
The minority rule, which would require a 
formal change of beneficiary prior to any assign- 
ment in order to terminate effectively the bene- 
ficilary’s interest, is supported by Grismore, 
“The Assignment of a Life Insurance Policy," 
42 Michigan Law Review 789, 798-799 (1944). 
Modern insurance policies often resolve the 
doubt by providing that the interests of a bene- 
ficiary are subject to the rights of an assignee. 
As a practical matter, the assignee is usually 
well advised to see that the beneficiary is 
changed prior to an assignment in order to 
avoid the possibility of future conflicting claims. 

%* However successful the insured may be in 
divesting himself of incidents of ownership in 
a life insurance policy, thus avoiding the impact 
of Sec. 2042, there is always the danger.of run- 
ning afoul of 1954 Code Sec. 2035, dealing 
with gifts in contemplation of death, where 
death results within three years from the date 
of the transfer. Proposed Regs. Sec. 20.2042-1 
(a)(2), 21 Federal Register 7885 (1956). See 
work cited at footnote 7, at Sec. 10.24, and work 
cited at footnote 94, at p. 386. Prior to the 
1954 Code, when the payment of premiums with- 
out incidents of ownership would lead to estate 
taxation, the contemplation-of-death provision 
with reference to life insurance was not too 
important. Today, however, the property own- 
ership concept makes it much more probable 
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in the estate of the insured.” When such 
an assignment is made to the beneficiary, 
the right to change beneficiaries having 
previously been reserved, the assignee now 
acquires rights as lifetime owner of the 
policy, in sharp contrast to his previous 
status as one with a mere expectancy 
during the insured’s life.” By the same 
token, the insured will no longer possess 


that insurance policies will be transferred to 
avoid estate tax and, consequently, there are 
likely to be many more cases where a gift in 
contemplation of death is claimed. 

Transfers of life insurance might be said to 
be prima facie in contemplation of death, bear- 
ing in mind the nature of the interest trans- 
ferred, and there may be difficulty in sustaining 
the burden of proving the transfer was not so 
motivated. For example, in Estate of Arthur D. 
Cronin, CCH Dec, 15,526, 7 TC 1403 (1946), the 
Tax Court emphasized the inherently testa- 
mentary nature of insurance and concluded that 
the policies assigned were transferred in con- 
templation of death. On appeal, Cronin Estate 
v. Commissioner, 47-2 ustc { 10,587, 164 F. (2d) 
561 (CCA-6), the decision was reversed. The 
circuit court of appeals concluded that the find- 
ing of the Tax Court was not sustained by the 
evidence and emphasized that the policies had 
substantial lifetime values which the transferee 
might use. 

Even where the transfer is made more than 
three years prior to death, if the insured con- 
tinues to pay premiums within the three-year 
period, it may be contended that at least the 
amount of those premiums, or possibly a pro- 
rata portion of the proceeds, should be included 
in the insured’s gross estate as a gift in con- 
templation of death. See Lowndes and Kramer, 
Federal Estate and Gift Tames (1956) p. 289. 
Where Sec, 2035 is applicable, this would only 
concern the husband’s one-half interest in the 
ease of California community property if the 
wife has not consented in writing to the gift. 
See footnote 103. 

" Continental Life Insurance Company v. 
Sailor, 47 F. (2d) 911 (DC Calif., 1930) (assign- 
ment made by delivery of the policy to the 
beneficiary). See Lo Presti v. Manning, 125 
Cal. App. 442, 13 Pac. (2d) 1002 (1st Dist., 1932) 
(verbal gift held invalid, possession of the policy 
not having been surrendered). In Mutual Bene- 
fit Insurance Company v. Clark, 81 Cal. App. 
546, 254 Pac. 306 (3d Dist., 1927), the court held 
an attempted assignment ineffective where the 
right to revoke the assignment was reserved. 
The court also concluded that the attempted 
assignment had not effected a change of bene- 
ficiary and sharply distinguished an assignment 
from a change of beneficiary in these words at 

309: 


“If the insured assigns . . . a policy, he there- 
by ceases to be a party to the contract of in- 
surance, and his assignee becomes the owner, 
and takes the place of the insured in the con- 
tract of insurance. 

‘Where the policy of insurance names a third 
person as beneficiary, the policy is then a con- 
tract made for the benefit of a third person, 
and the third person is called the ‘beneficiary’. 
The beneficiary is not a party to the contract, 
and is not the owner thereof, and, where a 
policy of insurance reserves to the insured the 
right to change the beneficiary, the interest of 
a designated beneficiary, prior to the death of 
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incidents of ownership at his death, and the 
fact that he paid all of the premiums is no 
longer significant for estate tax purposes. 


If no consideration is received for an 
irrevocable assignment and it is made to the 
wife of the insured, a gift for federal gift 
tax purposes has been made in the amount 
of one half of the replacement value of 
the community policy.“ There was con- 
siderable speculation following the enact- 
ment of the 1954 Code that the possibility 
of the husband’s regaining ownership of 
the policy through inheritance from his 
wife would be treated as a reversionary 
interest “by operation of law” and would 
be a taxable incident of ownership under 
Section 2042(2) if the 5-per-cent rule were 
satisfied.” The proposed regulations make 
it clear that such is not the case.” 


Where the wife joins with the husband 
in making an irrevocable gratuitous assign- 
ment of the community policy to a third 
person, each has made ‘a lifetime gift of 
one half of the replacement value. It 
should be observed that this value for gift 
tax purposes will normally be far less than 
one half of the value of the proceeds at 
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death, the amount includable in the in- 
sured’s gross estate if he does not relinquish 
incidents of ownership. In this respect— 
the wide variation between lifetime values 
and values after death—life insurance dif- 
fers markedly from most other forms of 
property. 

If the wife does not join in the gift to a 
third person, it is clear that no effective 
gift has been made of her one half of the 
community policy, and during the lifetime 
of both spouses she can, presumably, re- 
voke the entire assignment, thereby return- 
ing the policy to the community.” Although 
this might indicate that the gift was not 
complete to any extent and thus no gift 
tax should apply even as to the husband’s 
half, it is arguable that since the husband 
under California law has no power to re- 
voke, the transfer of his one half is suffi- 
ciently complete for gift tax purposes.” 
This argument is fortified by the probability 
that no estate tax will be payable on the 
husband’s one half at death even though 
the wife possesses, but has not exercised, 
this lifetime right to revoke.” California 
law is clear that the gift in such cases is 
not void but valid unless the wife elects 





(Footnote 97 continued) 

the insured, is that of a mere expectancy of an 
incompleted gift, subject to revocation at the 
will of the insured."’ 

See 2 Appleman, Insurance Law and Practice 
289, note 15 (1941). 

% Joe J. Perkins, CCH Dec. 13,118, 1 TC 982 
(1943). Texas community property insurance 
was involved here, the Tax Court refusing to 
follow the earlier decision of Blaffer v. Commis- 
sioner, 39-1 ustc { 9492, 103 F. (2d) 489 (CCA-5), 
where the total value of insurance policies 
transferred in trust was taxed to the insured. 
The Blaffer decision was based on the theory 
that the wife had no vested interest in a Texas 
community insurance policy. The Tax Court 
in the Perkins case concluded that in the light 
of subsequent Texas cases the Fifth Circuit had 
been in error in the Blaffer case. See Huie, 
“Community Property Laws as Applied to Life 
Insurance,”’ 18 Texas Law Review 121 (1940). 

The gift tax marital deduction is not avail- 
able in the case of community property (1954 
Code Sec. 2523(f)). Proposed Regs. Sec. 
25.2523(f)-1, 22 Federal Register 81 (1957). 

Where pre-1927 community property is in- 
volved, the entire value of a gift by the hus- 
band to the wife will be subject to the federal 
gift tax. See Gillis v. Welch, 35-2 ustc { 9636, 
80 F. (2d) 165 (CCA-9). In such case, however, 
the gift tax marital deduction would be avail- 
able (1954 Code Sec. 2523(f)(2)). 

* See Bowe, Tax Planning for Estates (1955 
Rev.), p. 53; Lowndes and Kramer, work cited 
at footnote 96, at p. 299; Hawley, ‘Personal 
Life Insurance and the 1954 Estate Tax,’’ 27 
Rocky Mountain Law Review 161, 167 (1955). 

w ‘The terms ‘reversionary interest’ and ‘in- 
cidents of ownership’ do not include the possi- 
bility that the decedent might receive a policy 
or its proceeds by inheritance through the es- 
tate of another person, or as a surviving spouse 
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under a statutory right of election or a similar 
right.’’ Proposed Regs. Sec. 20.2042-1(c)(3), 21 
Federal Register 7885 (1956). 

1 Pauline W. Tidemann, CCH Dec. 13,121, 1 
TC 968 (1943) (Texas community property in- 
surance). See note 98. Although the earlier 
cases frequently had referred to cash surrender 
value as the proper figure for gift tax purposes, 
Guggenheim v. Rasquin, 41-1 ustec { 10,013, 312 
U. S. 254, held that the proper value in the 
ease of a single premium policy was the cost 
to the donor and not the cash surrender value. 
Where further premium payments are to be 
made on the policy, the regulations now pro- 
vide that the interpolated terminal reserve, ap- 
propriately adjusted, is to be used in arriving 
at the proper valuation. (Proposed Regs. Sec. 
25.2512-6, 22 Federal Register 63 (1957)). In this 
article the term ‘‘replacement value’’ is used to 
reflect the decision in Guggenheim v. Rasquin, 
cited above, and the regulations. See p. 614 
of the text with reference to valuation for 
estate tax purposes. 


Where such an absolute assignment is made 
it will be deemed a gift of a present interest 
for purposes of the gift tax exclusion authorized 
by 1954 Code Sec. 2503(b), even though the 
policy has no immediate cash value (Rev. Rul. 
55-408, 1955-1 CB 113). 

12 See cases cited at footnote 55. 

8 See Paul, work cited at footnote 7, Vol. 2, 
Sec. 17.11. ‘‘It is, therefore, clear that Congress 
intended the gift tax to fall on transfers in 
trust where the power to revoke is held solely 
by others, regardless of their complete lack of 
interest.’’ 

* Paul, work cited at footnote 7, Vol. 1, Sec. 
7.12. See 1954 Code Sec. 2038, dealing with 
revocable transfers, where the right to revoke 
must be in the decedent alone or in conjunc- 
tion with another. Here it is in the wife alone. 
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to set it aside.” ‘The possibility that the 
property might come back to the commu- 
nity through the wife’s action is probably 
not a sufficient incident of ownership under 
Section 2042(2) and does not appear to be 
a reversionary interest sufficiently capable 
of valuation to come within the 5-per-cent 
rule.” 


Where the wife dies first and has not 
consented during her lifetime to the hus- 
band’s assignment of the community policy 
but by will leaves her community property 
interests, including insurance, to her hus- 
band, or fails to dispose of them (in which 
case they would pass to her husband), 
added tax liability may be incurred. The 
husband will probably be deemed to have 
made a gift to the assignee of the wife’s 
half of the community policy at the date 
of her death, the wife’s power to revoke 
being ended as of that time. The tax on 
this gift will be in addition to the estate 
tax on one half of the value of the policy ™ 
in the wife’s estate. The husband’s gift 
tax on the wife’s half interest after her 
death can be avoided if she transfers her 
insurance interest directly to the husband’s 
assignee, or to anyone other than the 
husband, either during her life or by will. 


Shedding incidents of ownership: irre- 
vocable designation of beneficiary.— Instead 
of transferring a policy in trust or other- 
wise assigning it to dispose of incidents of 
ownership, the insured can name a bene- 
ficiary irrevocably either at the time of 
taking out the insurance or at a later date, 
thus bestowing vested interests upon him.™ 
It must be remembered, however, that 
just as in the case of an assignment, if 
community property is involved, even the 
naming of a beneficiary irrevocably cannot 
be made effective in California by gift 
without the written consent of the wife 
unless she herself is the beneficiary. During 
the iifetime of both husband and wife 
she can presumably revoke the “irrevocable” 
designation and return the policy to the 
community. Furthermore, at the death of 
the insured, she can claim one half of the 





™ See cases cited at footnote 54. 

6 See pp. 610-611 of the text. 

™ California Probate Code Sec. 201 (West, 
1956). 

™ See footnote 137. 

See Vance, work cited at footnote 95, at 
pp. 660-661. 

1 See cases cited at footnote 69. 

11 See Vance, ‘“The Beneficiary’s Interest in 
a Life Insurance Policy,’’ 31 Yale Law Journal 
343 (1922). 

‘2 For a more complete discussion of the tax 
consequences of such joint control, see pp. 611- 
612 of the text. 
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proceeds.” Only by her written consent 
during lifetime will the designation of the 
beneficiary be truly irrevocable where com- 
munity property is involved. 


The irrevocable designation of a bene- 
ficiary, even with the wife’s written consent, 
does not of itself accomplish the same 
result as an irrevocable assignment of all 
interests and often results in a division of 
lifetime rights in the policy between the 
insured and the beneficiary.“ The insured 
in such case may do nothing to defeat the 
interests of the beneficiary without the 
latter’s consent. The control is said to be 
in their joint hands, and neither can sur- 
render the policy, borrow on it or make 
assignments of it without the consent of 
the other.” Of course, it is entirely pos- 
sible to enter into special contractual or 
trust arrangements whereby the beneficiary 
is irrevocably named, but the insured re- 
serves the sole right to surrender or borrow. 
In such case the insured would still have 
sufficient incidents of ownership to come 
under Section 204Z and, since the insured 
has lifetime control, there would seem to 
be no completed gift prior to his death. On 
the other hand, if in the designation of a 
beneficiary without right to change, it is 
made clear that the insured no longer 
possesses even a joint right to surrender, 
borrow or assign, and that all such rights 
are in the beneficiary alone, this would be 
as effective as an irrevocable assignment 
in divesting the insured of incidents of 
ownership. 


Despite the irrevocable naming of a bene- 
ficiary and the assignment of all other 
incidents of ownership, reverter clauses 
in policies may nevertheless lead to inclu- 
sion of the proceeds in the insured’s estate. 
Policies today frequently contain clauses 
which provide that upon the death before 
the insured of the beneficiary—even one 
irrevocably named—the policy becomes pay- 
able to the insured’s estate or the insured 
can designate a new beneficiary.” In such 
case, if the beneficiary actually does pre- 
decease the insured, Section 2042 is once 


48 Although the insurance contract could also 
contain a reversionary clause applicable to the 
prior death of an assignee, such provisions are 
relatively rare. The instrument of assignment 
itself must be carefully watched to make sure 
that no reversionary interest is retained. Mod- 
ern policies generally cover the contingency of 
the prior death of a beneficiary but, even in 
the absence of any direction in the policy, many 
courts hold that all rights under the policy 
revert to the insured and do not pass to the 
estate of the beneficiary upon the latter’s death 
prior to that of the insured. See Vance, work 
cited at footnote 95, at p. 712. 
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again applicable at the later death of the 
insured where either the proceeds are pay- 
able to his estate or he then possesses the 
power to name a new beneficiary. Whether 
the wife or a third person has been desig- 
nated as beneficiary in such a case, the 
husband’s half interest in a community 
policy will thus “return” to his estate. 


But even where the insured dies first, the 
new Code is explicit that he has retained 
an incident of ownership, sufficient for 
taxability under Section 2042, if the value 
of the reversionary interest exceeds 5 per 
cent of the value of the policy immediately 
before the insured’s death.“ This is true 
whether the interest arises by the express 
terms of the policy or by operation of law. 
The Code provides that this value is to be 
determined by the usual methods, generally 
through tables of mortality.” It is highly 
important to root out reversionary clauses 
in policies and provide against reversions 
by operation of law if the insured desires 
to avoid the impact of Section 2042. 


Joint control cases.—W here a beneficiary 
has been named irrevocably but it is not 
clear that the insured either retained or 
relinquished all other powers, the usual 
construction is one of joint control, re- 
quiring action of both insured and bene- 
ficiary in order to exercise rights under 
the policy. If community property insur- 
ance is involved, the husband’s half interest 
in the policy could thus be subjected to 
joint control whether the wife or a third 
person has been designated as beneficiary. 
In the latter case, if the wife has consented 
in writing, joint control as to the entire 
policy could be in the insured husband and 
the named beneficiary. What are the estate 


™ Between 1942 and 1954 a reversionary in- 
terest in life insurance policies was not con- 
sidered an incident of ownership, except for 
the limited purpose of determining whether the 
insured had divested himself of all incidents of 
ownership prior to January 11, 1941. If he had 
so divested himself, only a part of the proceeds 
proportionate to the premiums paid after that 
date would be taxable to his estate (1939 Code 
Sec, 811(g)(2), as amended, 64 Stat. 962 (1950)). 
The 1950 amendment changed this provision by 
requiring the reversionary interest to be ex- 
pressly set out and to be worth more than 5 
per cent of the value of the policy. 

Within the meaning of Sec. 2042, where the 
wife has been irrevocably designated as the 
beneficiary of a community policy, the possi- 
bility that it may return to the husband through 
the operation of a reverter clause is not treated 
in the same way as the possibility that the hus- 
band may inherit the policy from his wife. See 
footnote 100. 

“8 The tables prescribed by Sec. 2042 are set 
forth in Proposed Regs. Sec. 20.2031-7, 21 
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tax consequences in these joint control 


cases? 


In Estate of Goldstein v. U. S2 the bene- 
ficiary was given all the usual powers 
with the qualification that during the life- 
time of the insured the latter’s consent was 
necessary for the exercise of any power. 
The proceeds were held properly includable 
under the insurance section of the 1939 
Code,™ the court stressing that the dece- 
dent had all of the incidents of ownership 
““n conjunction with’ the beneficiary.” ™ 
The taxpayer’s attempt to belittle the inter- 
est of the insured by labeling it a mere 
“veto power” did not impress the court. 
The fact that the insured had paid all of 
the premiums was referred to but was ap- 
parently not relied upon in arriving at the 
decision. 

It is difficult to escape the conclusion 
reached by the Court of Claims that the 
insured possessed at his death “incidents of 
ownership, exercisable in conjunction 
with any other person,” and that the case 
fell literally within the language now con- 
tained in Section 2042(2)." One might 
argue that Congress intended to tax jointly 
possessed powers only where the parties 
have no substantial adverse interests. If 
the rights of the insured can be exercised 
only with the consent of an adversely in- 
terested beneficiary, it is questionable, as a 
practical matter, whether the insured has 
any real incidents of ownership. Congress, 
however, has as yet not seen fit to correlate 
the income tax and estate tax provisions 
in this regard.” 


In cases where the approval of both the 
irrevocably designated beneficiary and the 
insured is necessary in order to exercise 





Federal Register 7869 (1956). For situations 
not covered, the Internal Revenue Service has 
published a pamphlet, Actuarial Values for 
Estate and Gift Tax (Internal Revenue Service 
Publication No, 11, 1955). 

18129 Ct. Cls. 264, 54-2 ustc { 10,961, 122 F. 
Supp. 677 (1954), cert. den., 348 U. S. 942 
(1955). 

"7 1939 Code Sec. 811(g)(2)(B), 53 Stat. 122. 

8 Case cited at footnote 116, at p. 678. 

2° This language was formerly found in 1939 
Code Sec. 811(g)(2)(B), 53 Stat. 122. 

20 See 1954 Code Secs. 674-677, where, for 
income tax purposes, it is important to deter- 
mine whether the party jointly possessing a 
power with the grantor is adverse or nonad- 
verse. See Paul, work cited at footnote 9, 
at pp. 369-371, for a discussion of jointly 
possessed powers under the estate tax laws. 

1954 Code Sec. 2036, dealing with retained 
life estates, and Sec. 2038, dealing with revo- 
cable transfers, also refer to a power ‘‘in con- 
junction with any other person’ with no 
requirement of nonadverse interest. 
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rights of ownership, the question of a gift 
tax might arise. Is the designation of a 
beneficiary in such case to be treated as an 
inter-vivos gift within the meaning of Sec- 
tion 2501, or has the beneficiary, during 
the lifetime of the insured, received sub- 
stantially less than one who takes an assign- 
ment of all rights? It seems clear that if 
the insured has reserved to himself alone 
the surrender power or the power to bor- 
row, there has not been a completed gift, 
even though the right to change bene- 
ficiaries was not reserved. Until the death 
of the insured the beneficiary cannot be 
certain he will receive any of the insurance 
proceeds. It is at the moment of death 
that the beneficiary receives his most sub- 
stantial interest and the transaction par- 
takes more of a testamentary transaction 
than of an inter-vivos gift.” Is there any 
more of a lifetime gift in the joint-power 
situation? Here the beneficiary can effec- 
tively protect his “expectancy”—his interest 
in the proceeds after the death of the in- 
sured. During lifetime, however, it seems 
that his rights are not substantial. Consent 
of the insured is necessary in order to exer- 
cise the power to surrender or the power 
to borrow, and the entire transaction once 
again seems to be testamentary in nature 
and not a completed inter-vivos gift for gift 
tax purposes.” 


Assume a different division of incidents 
of ownership, such as retention of only the 
right to change beneficiaries in the husband 
and a transfer of all other rights in a com- 
munity policy to the wife. If in such case 





121 See Burnet v. Guggenheim, 3 ustc { 1043, 
288 U. S. 280 (1933), where it was held that in 
the case of a revocable transfer in trust, a gift 
tax was payable at the time of the surrender of 
the power to revoke, not at the time of the 
creation of the trust. 

iz The gift tax, unlike the income and estate 
taxes, contains no provisions referring to jointly 
possessed powers, except powers of appointment 
(1954 Code Sec. 2514). There is some question 
as to the gift tax consequences in fields other 
than insurance where the party sharing the 
power has a substantial adverse interest. See 
Lowndes and Kramer, work cited at footnote 
96, at p. 694, concluding that a gift tax would 
be applicable in such situations. See Camp v. 
Commissioner, 52-1 ustc { 10,849, 195 F. (2d) 
199 (CA-1). Proposed Regs. Sec. 25.2511-2(e), 
22 Federal Register 60, (1957), provides that a 
gift is not complete if the donor possesses a 
power in conjunction with any person not hav- 
ing a substantial adverse interest. See Paul, 
work cited at footnote 7, Vol. 2, Sec. 17.09, for 
an excellent discussion of the failure of Con- 
gress to decide whether the gift tax should be 
correlated with the estate tax or with the in- 
come tax in this area. 

1223 Proposed Regs. Sec. 20.2042-1(c)(2), 21 Fed- 
eral Register 7885 (1956). There would prob- 
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the parties have agreed that the husband 
is to have an effective right to name a 
beneficiary as to the entire proceeds and 
the wife’s normal claim to one half after 
the insured’s death is given up, the hus- 
band’s estate would be taxed on the entire 
proceeds, assuming, of course, that the wife 
has not surrendered the policy prior to 
that time. The policy would in effect have 
become property over which the husband 
has a general power of appointment. The 
right to select beneficiaries, effective as to 
the entire proceeds and not merely as to 
one half, would be a sufficient incident of 
ownership even though unaccompanied by 
any other power.™ 


The same result would be reached where 
the husband and wife agree that there is 
to be joint control over a community prop- 
erty life insurance policy and that the con- 
sent of each is required before there can 
be a change of beneficiaries as to any of 
the proceeds or before any other rights can 
be exercised. This would normally be 
accomplished by means of an insurance 
trust with appropriate provisions. By pos- 
sessing joint control over the entire policy, 
as contrasted with the usual community 
property situation of effective control in 
each spouse as to one half only,™ all of the 
proceeds would be included in the hus- 
band’s estate”*® and the full replacement 
value of the policy might be included in 
the wife’s estate if she predeceases her 
husband.™ The recent case of Estate of 
Karagheusian v. Commissioner upheld the 
inclusion of the entire proceeds in the 
estate of an insured who possessed only 


ably be no gift tax in this situation, unless the 


wife exercised her lifetime rights. See Pro- 
posed Regs. Sec. 25.2511-2(c), 22 Federal Reg- 
ister 60 (1957). In Rasquin v. Humphreys, 39-2 
uste { 9746, 308 U. S. 54, the creater of a trust 
had retained power to change the beneficiaries 
under a trust but had no power to revoke or 
even to make himself beneficiary. The Supreme 
Court held that this power to alter the benefici- 
aries made the transfer in trust incomplete. 
See Estate of Sanford, 39-2 ustc { 9745, 308 
U. 8. 39. 

14 See case cited at footnote 16 (not a com- 
munity property case). 

125 See cases cited at footnote 69. 

126 See Proposed Regs. Sec. 20.2042-1(c)(4), 21 
Federal Register 7885 (1956) : 

“A decedent is considered to have an ‘incident 
of ownership’ in an insurance policy held in 
trust if, under the terms of the policy, the dece- 
dent (either alone or in conjunction with an- 
other person or persons) has the power (as 
trustee or otherwise) to change the beneficial 
ownership in the policy or its proceeds, or the 
time or manner of enjoyment thereof, even 
though the decedent has no beneficial interest 
in the trust.’’ 

227 See p. 613 of the text. 

28 Cited at footnote 81. 
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limited control over a policy,-even though 
this control was shared with others. The 
decedent’s wife had applied for and was 
the sole owner of a policy of insurance 
on his life, later transferring the policy in 
trust. The trust agreement provided that 
it could be amended or revoked at any 
time by the decedent’s wife with the con- 
sent of the decedent and their datghter. 
The court of appeals held that the entire 
proceeds were includable in the decedent’s 
estate as insurance in which he had an 
incident of ownership, “the power 

to determine the ultimate distribution. 
The fact that the decedent’s power was 
one jointly held and that any change in the 
policy had to be initiated by the wife was 
held immaterial. 

Joint sharing of incidents of ownership 
between husband and wife of the entire 
policy and its proceeds is to be avoided 
particularly in community property states. 
Under such an arrangement the community 
property advantage of estate splitting in 
either estate is lost and in its place is sub- 
stituted the disadvantage of full inclusion 
of the policy value or its proceeds. 


The second tax at the husband’s death— 
A policy of insurance on the husband’s life, 
although originally a community asset, may 
become his separate property either by a 
transfer of the wife’s interest to him dur- 
ing her life or by will or intestacy where 
she predeceases him. In such case, even 
though the wife has already paid either a 
gift tax or an estate tax on half the value 
of the policy, when the husband subsequently 


dies the proceeds will be fully includable in 
his gross estate, if they are either payable 
to his estate or if he continues to possess 
incidents of ownership in the policy until 
the time of his death. (An even more costly 
sequence of taxes might result from an 
inter-vivos gift to the wife of her husband’s 
share of the community policy, making it 
her separate property, where she predeceases 
her husband and by will or intestacy returns 
the policy to him. The entire value of the 
policy would be iricluded in her gross estate, 
and the entire proceeds might also be in- 
cluded in the husband’s gross estate at his 
later death.) The full tax at the husband’s 
death can be avoided if the wife’s interest 
in the policy is given or left to the children 
or to someone other than the husband.” In 
a noncommunity property state, where the 
wife predeceases her husband and leaves no 
property, there is, of course, nothing for her 
to dispose of and the benefit of the estate 
tax marital deduction is lost. There would, 
however, be no tax at the earlier death of 
the wife in the latter case. 


Insurance on the wife’s life—The preced- 
ing discussion has assumed that the husband 
was the insured. Although most policies are 
taken out in this form, it is not uncommon 
for community funds to be used to purchase 
insurance on the life of the wife. If she is 
also named in the policy as the life owner 
and possessor of all the incidents of owner- 
ship, there will be a presumption that the 
husband has consented to a gift of the com- 
munity property premiums. The policy will 
be deemed her separate property and taxed 
accordingly at her death.” The gift of the 





2° Case cited at footnote 81, at p. 200. 

Tt has been suggested that this may be 
accomplished more effectively by actually divid- 
ing the community policy into two separate 
policies and having one of these subject to the 
wife’s testamentary disposition (Brawerman, 
“Life Insurance in Community Property Estate 
Planning,’’ 1951 Southern California Tax Insti- 
tute, pp. 47, 74-75. No gift tax is involved in 
dividing community property into equal shares 
of separate property (Commissioner v. Mills, 
50-1 ustc { 773, 183 F. (2d) 32 (CA-9)), but a gift 
tax is involved if pre-1927 community property 
is so divided (Horst v. Commissioner, 45-2 ustc 
7 10,211, 150 F. (2d) 1 (CCA-9)). 

Where an estate tax has been paid on the 
wife’s insurance interest at her death, Sec. 
2013 of the 1954 Code, in appropriate cases, May 
provide some credit against the tax owing by 
reason of the inclusion of the same insurance 
interest in the husband's estate at his later 
death. See Chirelstein and Shieber, ‘‘Revision 


of the Federal Estate and Gift Taxes: The 
Internal Revenue Code of 1954,’" 7 Stanford 
Law Review 40, 54-62 (1954). Two articles 


discussing the prior law strongly influenced the 
1954 Code treatment of previously taxed prop- 
erty: Bittker and Frankel, ‘‘Previously Taxed 
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Property and the Federal Estate Tax,’’ 8 Tax 
Law Review 263 (1953); Rudick, ‘‘The Estate 
Tax Deduction for Property Previously Taxed,"’ 
53 Columbia Law Review 761 (1953). 

181 California Civil Code Sec. 164 (West, 1954), 
provides that whenever a married woman ac- 
quires property by an instrument in writing, 
there is a presumption that it is her separate 
property. In Pacific Mutual Life Insurance 
Company v. Cleverdon, 16 Cal. (2d) 788, 108 
Pac. (2d) 405 (1940), it was held that where the 
wife used community funds with the knowledge 
and consent of her husband to pay premiums 
on an insurance policy on her life, he was not 
entitled to share in the proceeds of the policy. 

It will be easier to prove, in the usual case, 
that the husband has informally consented to 
the use of community funds for the payment of 
the wife’s premiums, thus converting the policy 
to her separate property (see case cited above) 
than it will be to show the consent of the wife 
to the husband’s use of community funds to 
pay his premiums. In the latter situation there 
is no presumption of a gift from the wife to 
the husband but, instead, California Civil Code 
Sec. 172 (West, 1954) requires the written 
consent of the wife before her interest can be 
defeated. See cases cited at footnote 69. 
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husband’s share of the community property 
premiums would entail gift tax liability on 
his part if the amount paid is in excess of 
the annual exclusion and the lifetime exemption. 


Where the parties agree, however, that 
the wife’s life insurance is to remain a 
community asset, half of the proceeds will 
be taxed at her death under Section 2042 
whether the insurance is payable to her 
estate, to her husband or to a third person. 
Whoever the named beneficiary may be, the 
husband’s right to one half of the proceeds 
should be recognized.™ The same result 
follows where the husband’s name appears 
in the policy as the owner and the ostensible 
possessor of all incidents of ownership. If 
the policy is community property, the wife’s 
interest in half of the policy or its proceeds 
cannot be defeated by the husband’s attempt 
to assign or name a beneficiary without her 
consent. At her death she should be able 
to bequeath her one-half interest in the 
policy just as she can bequeath her interest 
in any other kind of community property; 
in the absence of a testamentary disposition 
it will go to her husband. She thus con- 
tinues to possess incidents of ownership as 
to one half of the policy and for that rea- 
son one half of the proceeds will be included 
in her gross estate at death. 


Wife’s interest in insurance on her hus- 


band’s life—When the wife predeceases her 
insured husband in California, important fed- 
eral estate tax consequences stem from the 
joint ownership of the community life in- 
surance policy. (Similar problems arise where 
the husband predeceases the wife and there 
is community insurance on her life.) It 





%2The same result should obtain where the 
husband can rebut the presumption of California 
Civil Code Sec. 164 that the written instrument 
of insurance was the separate property of the 
wife. 

188 See cases cited at footnote 69. 

14 1954 Code Sec. 2033, 

18 See footnote 91. 

186 1954 Code Sec. 2033. 

1 Proposed Regs. Sec. 20.2042-1(c)(5), 21 
Federal Register 7886 (1956). A similar ruling, 
Rev. Rul. 48, 1953-1 CB 392, has been made 
with reference to Louisiana and Texas com- 
munity property, despite the wife's inability in 
those states to claim half the proceeds following 
the husband's death as against a third-party 
beneficiary. See article cited at footnote 26. 
Her vested interest in the community property, 
including insurance, during lifetime was held to 
be sufficient to support a tax at her death on 
half the value of the policy. The ruling referred 
to the possibility of including this value in 
her estate either as an interest in a community 
asset or as a revocable transfer under 1939 Code 
Sec. 811(d), 53 Stat. 121 (1954 Code Sec. 2038). 
Additional questions with reference to Louisiana 
community property insurance were answered 
in Rev. Rul. 232, 1953-2 CB 268. 
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should be made clear that we are con- 
cerned here with her rights as an owner 
under California community property law, 
whether or not she has been designated as 
beneficiary in the policy. It must also be re- 
membered that any estate tax imposed at the 
wife’s death will not be pursuant to Section 
2042, which deals only with insurance on 
the life of the decedent, Our starting point 
must be with the brief provisions of Section 
2033, the basic estate tax section: 


or 


The value of the gross estate shall in- 
clude the value of all property (except real 
property situated outside of the United 
States) to the extent of the interest therein 
of the decedent at the time of his death.” ™ 


The husband’s success in freeing from es- 
tate tax at his death half the proceeds of 
community life insurance policies on the 
theory that as to that half his wife, and not 
he, had the incidents of ownership ™ probably 
carries with it the corollary that upon the 
wife’s death before her husband the value 
of a community insurance policy on his life 
is to be included in her gross estate “to the 
extent of the interest therein of the dece- 
dent at the time of [her] death.” This 
interest has been construed by the Treasury 
Department to be one half of the value of 
the policy.” This does not mean one half 
of the face amount or one half of the prog- 
ceeds, since these are not payable until the 
insured’s death, but one half of its replace- 
ment value at the date of the wife’s death.™ 


Although Section 2033 does not use the 
phrase “incidents of ownership” found in 
Section 2042, it is likely that both sections 
are talking about the same thing—owner- 


#88 Proposed Regs. Sec. 20.2031-8, 21 Federal 
Register 7869 (1956) provides: 

““(a) The value of . . . an insurance policy on 
the life of a person other than the decedent, 
issued by a company regularly engaged in the 
selling of contracts of . . . [this] character is 
established through the sale by that company 
of comparable contracts. . . 

“*(b) As valuation through sale of comparable 
contracts is not readily ascertainable when, at 
the date of the decedent's death, the contract 
has been in force for some time and further 
premium payments are to be made, the value 
may be approximated by adding to the inter- 
polated terminal reserve at the date of the 
decedent's death the proportionate part of the 
gross premium last paid before the date of 
the decedent’s death which covers the period 
extending beyond that date. Pe 

See footnote 101 with reference to similar 
valuation problems in connection with gift taxa- 
tion. In Estate of Richard C. duPont, CCH 
Dec. 19,213, 18 TC 1134, 1139-1140 (1952), it was 
stated that replacement cost, or, if that is un- 
available, interpolated terminal reserve, not 
cash surrender value, was the proper valuation 
for estate tax purposes, in accord with Gug- 
genheim v. Rasquin, cited at footnote 101. 
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ship at death of interests in property. “Inci- 
dents of ownership” might well have been 
used in place of the present language of 
Section 2033 and, conversely, when a. dece- 
dent leaves insurance on his own life it 
can well be argued that this is property in 
which he has an interest at the time of his 
death, thus taxable under Section 2033 with- 
out the necessity of a special insurance 
section,” 


There is little case authority in support 
of a tax on the wife’s interest in community 
life insurance when she predeceases her hus- 
band. As early as 1933, however, the Board 
of Tax Appeals upheld such a tax on one 
half of the cash surrender value of Louisiana 
community policies.” The board pointed 
out that there was considerable confusion 
concerning the taxability of life insurance 
interests prior to the death of the insured 
and suggested that this confusion was due 
to the relatively modern practice of provid- 
ing for lifetime values in insurance con- 
tracts. Under the older policies, only the 
death of the insured would produce reach- 


able assets. Today, the cash surrender value 
might be of substantial value and should be 
treated the same as any other property in- 
terest. As pointed out previously,” the 
Louisiana wife’s interest in a community 
life insurance policy is less than that of a 
California wife, and it would be even more 
difficult to argue that the latter’s interest 
should not be included in her gross estate. 


The only decision in point involving Cali- 
fornia community property life insurance is 
that of California Trust Company v. Riddell,” 
where the court had no difficulty in uphold- 
ing the Commissioner’s determination that 
the wife’s executors had improperly failed 
to include in her estate one half of the cash 
surrender value of community insurance 
policies on her husband’s life when she 
predeceased him.“ The court apparently 
felt it unnecessary to cite any authority in 
support of this conclusion. There appears 
to be little doubt that the decision is correct 
and that the pertinent regulation,” taxing 
one half of the replacement value in such 
cases, will be upheld.” 





139 This would be particularly true where the 
proceeds are payable to the estate of the in- 
sured. See footnote 4. Other sections of the 
present Code might also be construed as re- 
quiring the inclusion of the proceeds of some 
policies of insurance on the life of the deceased 
in the absence of a special section such as 2042. 
See, for example, 1954 Code Secs. 2037 (transfers 
taking effect at death), 2038 (revocable trans- 
fers), 2039 (annuities), 2041 (powers of appoint- 
ment). The underlying concepts of these and 
other sections are often applied in defining the 
‘incidents of ownership” phrase of Sec. 2042. 

1 Estate of Louisa M. Carroll, CCH Dec, 8227, 
29 BTA 11 (1933). 

1 See article cited at footnote 26. 

142 56-1 ustc { 11,592, 136 F. Supp. 7 (DC Calif., 
1955). 

43In U. 8. v. Waechter, 52-1 ustc { 10,853, 
195 F. (2d) 963 (CA-9), aff'g 51-2 ustc { 10,821, 
98 F. Supp. 960 (DC Wash.), where Washington 
community property was involved, the United 
States Court of Appeals for the Ninth Circuit 
held that under the 1942 act nothing was in- 
cludable at the death of the wife. The lower 
court held that it was bound by a Washington 
Supreme Court decision, Jn re Knight’s Estate, 
31 Wash. (2d) 813, 199 Pac. (2d) 89 (1948), 
which had held that for purposes of the state 
inheritance tax nothing ‘‘passed by will or 
statute of inheritance’’ at the wife's death and 
that she had no testamentary power to transfer 
one half of the surrender value. The govern- 
ment did not raise the 1942 presumption that the 
deceased's earnings had supplied all of the 
community insurance premiums (see footnote 
22) and that all the property should therefore 
be taxable in the deceased's estate, until the 
ease reached the court of appeals. It was then 
held to be too late to raise the argument for 
the first time, the taxpayer having had no 
opnortunity to rebut the presumption. 

The Waechter decision is probably correct if 
the Washington court held that the wife had 
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no property interest in the insurance policy at 
death. But it is highly questionable that the 
wife in Washington does not have a power to 
dispose of her share of community insurance 
policies at death or that her interests in such 
policies are not substantial. The Knight case 
indicates the difficulties many courts get into 
when grappling with insurance concepts. The 
tendency frequently is to treat erroneously such 
contracts as being utterly unlike other property 
interests or contractual rights. The interests of 
a Washington wife in community policies are 
more substantial in some respects than those 
of a California wife. In Washington, following 
the husband's death, the entire community 
proceeds and not merely one half may be 
claimed from a beneficiary named by the hus- 
band without the wife’s consent. (Occidental 
Life Insurance Company v. Powers, 192 Wash. 
475, 74 Pac. (2d) 27 (1937).) Washington resi- 
dents would be well advised not to rely too 
heavily on U. S. v. Waechter. 

™ Proposed Regs. Sec. 20.2042-1(c)(5), 21 Fed- 
eral Register 7886 (1956). 

“3 By the same line of reasoning, if ‘‘old”’ 
community property (pre-July 29, 1927) is in- 
volved, the wife’s interest in such a policy 
should not be included in her gross estate, 
the entire proceeds being includable in the 
husband’s estate at his death. It might be 
argued that if the property was acquired prior 
to July 29, 1927, but subsequent to the amend- 
ments of 1923 giving the wife a power of testa- 
mentary disposition (see footnote 42), her 
interest in the policy might be taxable as prop- 
erty subject to a power of appointment under 
Sec. 2041. See Brown and Sherman, ‘‘Tax 
Disadvantages of 1923-27 Community Property 
Law,’’ 26 California State Bar Journal 90 (1951). 
Conceivably, the same argument could be made 
in support of a tax at the prior death of a wife 
where the property is subject to California 
Probate Code Sec. 201.5 (West, 1956). See 
footnote 57. 
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Inter-vivos transfers.—Where the wife 
seeks to avoid, in the event of her prior 
death, estate taxes upon her half of the 
value of a community insurance policy on 
her husband’s life, the possibility of using 
inter-vivos transfers is present as in the case 
of a transfer of her husband’s interest.™ 
This transfer could be made to the husband 
himself or it could be made to third per- 
sons. In either event, if no consideration is 
received, the gift tax provision of Section 
2501 would be applicable to her half of the 
replacement value of the policy.“ The wife’s 
interest in a community insurance policy 
could be effectively transferred to a third 
person by joining with her husband in a 
written irrevocable assignment of a policy 
or by consenting in writing to the naming 
of a beneficiary, giving up all interests in 
the policy, including the power to change 
beneficiaries. It is entirely possible, where 
the wife has not consented to the husband’s 
assignment or designation of a beneficiary, 
for her to assign her community interest 
to a different individual. In this case her 
assignee would become a tenant-in-common 
of the insurance asset with the husband, his 
assignee or designated beneficiary, dependent 
upon who possesses the incidents of owner- 
ship in the husband’s half. 

The interest assigned by the wife is sub- 
ject to the same possibility of being included 


14 See pp. 607-610 of the text. 

4 See pp. 608-610 of the text. 

“8If the wife consents in writing to the 
revocable designation of a beneficiary, no gift 
tax would be payable until the death of the 
husband. See footnote 121. At his death, how- 
ever, the designation would become irrevocable 
and a gift tax on one half of the proceeds would 
become payable by the wife. oposed Regs. 
Sec. 25.2511-1(g)(9), 22 Federai Register 59 
(1957) provides: 

‘“‘Where property held by a husband and wife 
as community property is used to purchase 
insurance upon the husband's life and a third 
person is revocably designated as beneficiary 
and under the State law the husband’s death is 
considered to make absolute the transfer by the 
wife, there is a gift by the wife at the time 
of the husband's death of half the amount of 
the proceeds of such insurance."’ 

14 See footnote 130. 

1% See footnote 96. 

1 Rev. Rul. 56-408, 1956 I. R. B. 34, at p. 15. 
The ruling did not indicate to which community 
property states it purported to apply. 

182 See cases cited at footnote 69. 

188 See footnote 121. 

154 See cases cited at footnote 55. 

5 See cases cited at footnote 69. There would 
appear to be no reason under the California 
decisions why this election could not be exer- 
cised by the legatee of her insurance interest 
if she predeceases her husband. The election 
is so integral a part of her community property 
interest that it should pass with any bequest 
of such interest. 
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in her gross estate as a gift in contemplation 
of death under Section 2035 as is the hus- 
band’s interest. In a recent revenue ruling ™ 
it was held that the husband, as manager of 
the community, could make a gift of the 
wife’s interest in contemplation of her death 
which would be includable in the wife’s 
gross estate. This would not be true in 
California where such gift would be void- 
able by the wife. 


Widow’s election: gift tax—Where the 
wife has not consented in writing to a 
gratuitous transfer by her husband of a 
community insurance policy, no gift tax is 
payable on her interest at that time, the 
transfer being voidable at her option.™ She 
can either call back the entire gift during 
her husband’s life, thus returning it to the 
community,™ or claim half the proceeds 
following his death.” If she fails either to 
void the gift during her husband’s life or to 
consent to it in writing, she must decide 
at his death either to claim half the proceeds 
as against the husband’s donee (assignee 
or designated beneficiary) or to allow the 
gift to stand. In the latter event she is 
deemed to have made a gift for gift tax 
purposes to the extent of half the insurance 
proceeds.™ Where she does claim half the 
proceeds, of course, she has made no gift. 


This decision of the wife at the death of 
the husband is applicable to any type of 


1% See Chase National Bank, CCH Dec. 21,396, 
25 TC 617 (1955), discussed at footnote 165. 
See also Commissioner v. Allen, 40-1 ustc { 9133, 
108 F. (2d) 961 (CCA-3, 1939), where a minor's 
gift was held to be taxable after she attained 
majority and failed to disaffirm. 

The value of half the insurance proceeds will 
be far greater in almost all cases than half of 
the replacement cost, which would be the proper 
valuation if the wife had given written consent 
prior to her husband's death. The difference 
between making the gift the day before the 
husband dies and the day after can be costly in 
the case of insurance. In Goodman v. Commis- 
sioner, 46-1 vustc {§ 10,275, 156 F. (2d) 218 
(CCA-2), the wife had taken out a policy of 
insurance on the life of her husband and had 
transferred it in trust with the right to revoke 
during his life. Immediately upon the hus- 
band’s death a gift tax was held payable by 
the wife in the face amount of the policy, ap- 
proximately $500,000. She had claimed that only 
the terminal reserve, approximately $100,000, 
should have been taxed, which presumably 
would have been the case had she released her 
power of revocation the day before her hus- 
band’s death. 1954 Code Sec. 2035, pertaining 
to gifts in contemplation of death, is, of course, 
not applicable to this situation, the gift not 
having been made in contemplation of the wife's 
own death. 

In Louisiana, where the wife has no claim 
to any of the proceeds after the death of the 
husband, if he has named a third person as 
beneficiary of the community insurance policy, 
a gift by the wife of one half of the proceeds is 
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community property where the husband has 
attempted to make either an inter-vivos 
gift” or a testamentary disposition™ in- 
consistent with the wife’s interest in the 
community property. It is perhaps most 
commonly thought of in connection with an 
attempted. testamentary disposition by the 
husband of all community property in trust 
with life income to the wife and remainder 
interests to the children, in which case the 
wife’s decision is with reference to the gift 
to the children of the remainder interest in 
her half of the community property. The 
attempt by will to leave all community prop- 
erty outright to a third person probably 
does not arise in many cases, most testators 
not desiring such a result and, in any event, 
generally realizing that they have no such 
power. In the case of insurance, however, it 
is likely that many husbands are unaware 
of the rule of New York Life Insurance Com- 
pany v. Bank of Italy,” and consequently 
they are misled into believing that they have 
complete control over the policy. The will- 
ingness of insurance companies in com- 
munity property states to sell insurance to 
husbands and name them in the policy as 
sole owners, whereas in fact the policies are 
community property in most instances, con- 
tributes to this misapprehension. Unques- 
tionably, a great deal of insurance is taken 
out by husbands in California with a third 
person named as beneficiary and no written 
consent of the wife obtained. Her decision 
at the death of the husband in these cases 
is One with important tax consequences. 


(Footnote 156 continued) 

deemed automatically made at the death of the 
husband (Rev. Rul. 48, 1953-1 CB 392). See 
Proposed Regs. Sec. 25.2511-1(g)(9), 22 Federal 
Register 59 (1957), and article cited at foot- 
note 26. 

ut See footnote 56. 

™ See Hstate of King, 19 Cal. (2d) 354, 121 
Pac. (2d) 716 (1942); Hstate of Vogt, 154 Cal. 
508, 98 Pac. 265 (1908). 

1% Cited at footnote 29; see text at footnotes 
69 and 70. 

1 Such arrangements generally include pro- 
visions giving the trustee discretion to invade 
principal for the benefit of the wife. 

1 This condition, where desired, must be 
clearly set forth. In Estate of Ettlinger, 73 Cal. 
App. (2d) 967, 167 Pac. (2d) 738 (ist Dist., 
1946), it was held that the widow could claim 
one half of the community insurance proceeds 
and also take under the will, the husband not 
having effectively provided that if she claimed 
under the will she would waive her right to 
any of the insurance proceeds. On the other 
hand, in Mazman v. Brown, 12 Cai. App. (2d) 
272, 55 Pac. (2d) 539 (2d Dist., 1936), where 
the wife had been left only one third of the 
community insurance, it was held that she 
could not in addition claim one half of the re- 
maining two thirds, payable to others. She was 
limited to one half of the entire community 
insurance proceeds. 
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This problem is encountered increasingly 
today when the entire proceeds of insurance 
are left in trust giving the life income to 
the wife and the remainder interest to 
others, frequently the children. The hus- 
band often provides further that the wife 
is to receive the life income in his half of 
the insurance proceeds (and possibly other 
benefits under his will) only if she con- 
sents to placing her half in the same trust.” 
The same result generally can be accomp- 
lished by the husband’s selection of a settle- 
ment option whereby the proceeds are left 
with the insurance company under a similar 
arrangement. In either event the wife’s in- 
terest in one half of the proceeds cannot 
be cut off without her consent, however final 
the husband and the insurance company 
believe their arrangements to be.™ 


The husband, in desiring to leave the wife 
only a life estate in all of the community 
insurance, may want to protect her against 
her own business inexperience. At the same 
time he may be concerned about a second 
tax on the same property at her subsequent 
death. Any property left outright, including 
insurance proceeds, will be later included in 
her gross estate if not disposed of during 
her lifetime. On the other hand, if she has 
only a life estate given to her by another, 
there will be no tax at her death.” There 
is no difficulty in achieving this result for 
the husband’s one half of the insurance pro- 
ceeds.™ But what is the effect of placing 
the wife’s half of the community property 


1% Where the husband has selected a settle- 
ment option calling for installment payments 
of the proceeds, there may be some question 
as to the right of the wife to claim one half 
of the proceeds outright if she elects to take 
her share of the community property. 

18 Helvering v. Rhodes, 41-1 ustc { 10,019, 117 
F. (2d) 509 (CCA-8), aff’'g 41 BTA 62 (1940); Hs- 
tate of Lydia M. Billings, CCH Dec. 17,411(M), 
8 TCM 1044 (1949). 

1% This assumes that the wife is not given 
a general power of appointment or an uncon- 
trolled power of invasion as to the husband's 
half. See 1954 Code Sec. 2041. The tax at the 
husband's death, of course, is not affected by a 
decision to leave property in this fashion 
rather than having it pass outright. Nor does it 
result in the inclusion in the husband's gross 
estate of any more than one half of the com- 
munity property. See Brookes, ‘“The Tax Con- 
sequences of Widows’ Elections in Community 
Property States,’’ 1951 Southern California Tax 
Institute, p. 83. 

The reciprocal trust theory (see Colgan and 
Molloy, ‘‘Converse Trusts—The Rise and Fall 
of a Tax Avoidance Device,”’ 3 Tax Law Re- 
view 271 (1948)) might be extended to support 
a tax in the wife’s estate on the husband's 
half of the’ community property where she 
enjoyed a life estate. 
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in the same trust, a desirable arrangement 
in the case of many families? What is the 
tax picture where the wife elects to abide 
by the husband’s arrangement and does not 
claim half of the community property out- 
right as she might do? 


Quite clearly she has made a transfer, or, 
more accurately, consented to one made on 
her behalf by her husband, to the extent of 
the value of the remainder interest in her 
half of the insurance proceeds. This transfer 
would be taxed as a lifetime gift under Sec- 
tion 2501 unless consideration could be spelled 
out.“ Merrill v. Fahs™ and Robinette v. 
Helvering™ make it clear that transactions 
of this nature are not excluded from the 
operation of the gift tax law as _ trans- 
actions “in the ordinary course of business.” ™ 
But it is still true that where the wife is 
required, pursuant to the terms of the hus- 





1% See Mildred Irene Siegel, CCH Dec. 21,823, 
26 TC 743 (June 29, 1956) (noninsurance trust). 
See also Chase National Bank, cited at footnote 
156, where the wife was taxed for electing to 
take only a life interest in a noninsurance trust 
created with community funds. She was not 
taxed upon her election to take a life interest 
in a community insurance trust because Texas 
law does not allow the surviving wife to claim 
any part of the proceeds. The United States 
Supreme Court in Smith v. Shaughnessy, 43-1 
ustc 10,013, 318 U. S. 176, held that the 
gratuitous transfer of a remainder interest could 
constitute a taxable gift. A gift of a remainder 
interest in property is a ‘‘future interest’’ and 
not entitled to the annual $3,000 exclusion 
under 1954 Code Sec. 2503(b). Proposed Regs. 
Sec. 25.2503-3(a), 22 Federal Register 56 (1957). 

If the widow does claim her half of the com- 
munity property, there is no gift tax at the 
husband's death, but the proceeds, now being 
owned outright, will be treated the same as 
any other property so owned for subsequent 
gift or estate tax purposes. 

#6 45-1 ustc § 10,180, 324 U. S. 308, 312-313. 

7 43-1 ustrc § 10,014, 318 U. S. 184, 187-188. 

* Proposed Regs. Sec. 25.2512-8, 22 Federal 
Register 635 (1957). 

1” The husband can also provide by will that 
if the wife claims her share of the proceeds of 
community insurance policies, his half of the 
community property as well as his separate 
property which would otherwise go to her by 
will shall go to the insurance beneficiaries. 
See Forster, ‘‘California Community Property 
as Applied to Life Insurance.’’ 5 Journal of the 
American Society of Chartered Life Under- 
writers 340, 344 (1951). 

1%” See Brookes, article cited at footnote 164, at 
pp. 95-99, for a good discussion of the cases of 
Commissioner v. Wemyss, 45-1 ustc { 10,179, 
324 U. S. 303, and Giannini v. Commissioner, 
45-1 usrce { 10,186, 148 F. (2d) 285 (CCA-9), and 
their possible application to the widow's elec- 
tion situation. The conclusion that the cases 
are distinguishable and that the consideration 
received in the widow's election case should be 
recognized for gift tax purpos@s appears to be 
sound. Two recent Tax Court decisions have 
so held: Mildred Irene Siegel, cited at footnote 
165, appeal docketed, CA-9, December 20, 1955 
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band’s will, to consent to the arrangements 
set up by him with reference to all of the 
community property or to forego any in- 
terest in his half, she in effect is receiving 
a life estate in her husband’s half in return 
for a transfer of the remainder interest in 
her half to her children.’” In the case of a 
younger widow, the life estate she receives 
would be greater in value than the remainder 
she foregoes, while the remainder would be 
the larger portion in the case of an older 
widow. Even where property is transferred 
for less than full consideration, under Sec- 
tion 2512(b), only the excess should be 
taxed as a gift. 


Widow’s election: estate tax.—Whether 
there is an estate tax at the later death of 
the wife on her half of the community prop- 
erty where she has nothing more than a 
life estate and has been required to transfer 


(California community property); Chase Na- 
tional Bank, cited at footnote 156, solicitor 
general authorized appeal, CA-5, January 23, 
1957 (Texas community property). In both of 
these cases the Commissioner’s determination 
that the value of the wife's gift of a remainder 
interest in her half of the community property 
should not be reduced by the value of the life 
estate in the husband's half was disapproved. 
The Tax Advisory Group of the American Law 
Institute has recommended that if Chase Na- 
tional Bank is affirmed, the law should be 
amended to provide that the life estate in the 
husband's property should not be deemed con- 
sideration received by the wife in exchange for 
her transfer. ALI Federal Income, Estate & 
Gift Tax Stat. 41 (Tent. Draft No. 11, 1956). 

Where the life estate in the husband’s one 
half is left to the wife unconditionally, no 
similar consideration for the transfer of her 
remainder interest can be claimed. See Estate 
of Ettlinger, cited at footnote 161. In such 
case the wife could retain a life estate with a 
general power of appointment, or she could re- 
tain a power to revoke as to her one half of the 
proceeds. In either event there should be no 
gift tax, a completed transfer of the remainder 
interest not having been made. See Estate of 
Sanford v. Commissioner, cited at footnote 123 
(trust with power reserved in settlor to change 
the beneficiaries), and case cited at footnote 121 
(revocable trust). See also Proposed Regs. 
Sec. 25.2511-2(b), (c), 22 Federal Register 59 
(1957). The half subject to this power, how- 
ever, would clearly be includable in her estate 
at death. 1954 Code Secs. 2038, 2041. 

™ Proposed Regs. Sec. 25.2512-5(f), Table I, 
22 Federal Register 62 (1957) provides, for 
example, that at age 70 the ratio of life es- 
tate to remainder interest would be .2737 to 
.7263. At age 52 the two interests would be 
approximately equal—.49587 to .50413. At age 35 
the ratio would be .6765 to .3235. 

1721954 Code Sec. 2512(b) provides: ‘‘Where 
property is transferred for less than an ade- 
quate an@ full consideration in money or 
money's worth, then the amount by which the 
value of the property exceeded the value of the 
consideration shall be deemed a gift, and shall 
be included in computing the amount of gifts 
made during the calendar year."’ 
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the remainder interest to her children in 
return for the life estate in her husband's 
half, has not been determined by the courts. 
In Pacific National Bank™ it was contended 
that all of the community property should 
be included in the estate of a Washington 
husband where the wife elected under his 
will to take a life estate in the entire prop- 
erty, the Commissioner conceding that there 
would be no tax at the wife’s later death. 
It was emphasized that there was wide- 
spread use of trusts of this nature in com- 
munity property states in an effort to avoid 
a tax on the wife’s one half in both the 
estate of the husband and the estate of the 
wife.“* The Board of Tax Appeals replied 
that this argument should be addressed to 
Congress and that only one half of the com- 
munity property should be included in the 
estate of the husband, the widow’s election 
not changing the general rule.” 


It is difficult to quarrel with the result in 
Pacific National Bank, but how valid is the 
assumption that there would be no tax on 
the wife’s one half at her later death? The 
complete escape of the wife’s interest from 
taxation in both estates appears to be an 
illogical result and requires further exam- 
ination. The widow’s election to take under 
the will is in effect the creation of a retained 
life estate trust by the wife from her half 
of the community proceeds. This is equally 
true where she acquiesces in a settlement 
option with the insurance company under 
which she receives only the income for 
life from community insurance proceeds.™ 
Such transfers made directly by the wife 
would be taxable under Section 2036 and 
there should be no difference where she 
consents to such a transfer made on her 
behalf by her husband. The wife’s ability 
after the death of the husband to claim 
half the community property outright if she 
desires, including insurance proceeds, com- 
pels this conclusion. Her election not to 
claim is, in practical effect, a transfer to 
others.”* Unlike the gift tax situation, where 
a tax can be levied only on the transferred 


173 40 BTA 128 (1939). 

™ Case cited at footnote 173, at p. 133. 

1% See discussion of this case in Brookes, arti- 
cle cited at footnote 164, at pp. 83, 99, 106. 

176 1954 Code Sec. 2036. 

1% See Estate of Mabel E. Morton, CCH Dec. 
16,869, 12 TC 380 (1949). The widow elected to 
leave, with the company, insurance proceeds to 
which she was entitled as beneficiary of her 
husband's insurance, receiving only the interest 
therefrom during her life. It was held that the 
proceeds remaining at her death were includable 
in her gross estate under either Sec. 811(c) or 
Sec. 811(d) of the old Code (53 Stat. 121). See 
Estate of John J. Tuohy, Jr., CCH Dec. 17,496, 
14 TC 245 (1950). 
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remainder interest, the estate tax falls on 
the entire value of her half of the property, 
including both the remainder and the life 
interest, if she retains a life interest.’” 


The only remaining question is whether 
she has received consideration for this transfer, 
Section 2036 not applying “in case of a bona 
fide sale for an adequate and full considera- 
tion in money or money’s worth.” It can 
be argued that the wife received a life inter- 
est in her husband’s half in return for the 
retained life estate trust created as to her 
own half. Although this life interest in the 
husband’s half would never equal the full 
value of her community property interest, 
Section 2043(a) provides that where partial 
consideration is received for the transfer, 
the excess at death of the fair market value 
of the property transferred (here the wife’s 
half of the community property) over the 
consideration received (the life estate in the 
husband's half) would be includable. In this 
event a part only of the wife’s interest in 
the community property would be taxed at 
her later death.™ If the wife, in addition, 
receives a part or all of the husband’s sepa- 
rate property as consideration for her trans- 
fer, the consideration may be fully adequate, 
in which case there would appear to be no 
tax at her death. Such a result appears to 
be one that Congress would not desire and 
it is questionable, even assuming its accuracy, 
that it will remain unnoticed much longer. 


Second tax at the wife’s death —F requently 
today, and especially since the 1954 Code, 
it is suggested that estate taxes at the 
husband’s death can be saved by transferring 
inter vivos to the wife all incidents of owner- 
ship in an insurance policy, on the assump- 
tion that she will outlive her husband. The 
gift tax in such case will generally be far 
less than the estate tax if the policy remains 
in the husband’s estate. Where the gift is 
made and the wife dies before the husband, 
however, the entire replacement value of a 
community policy (and not merely one half) 
will be included in her gross estate. The 


% See Estate of Selina J. Gray, CCH Dec. 
17,525, 14 TC 390 (1950). The Tax Court con- 
cluded that where the property was pre-1923 
community property, the widow's election to 
take a life estate under her husband's will did 
not result in the inclusion of such property in 
her gross estate at her subsequent death. The 
court referred to the fact that at the husband's 
death all of such community property had been 
included in his gross estate. 

*® 1954 Code Sec. 2036. 

18 1954 Code Sec. 2036. 

181 See Brawerman, ‘‘How to Draft a Will with 
the Widow's Election,’’ 1956 Southern California 
Tax Institute, p, 359, and Brookes, article cited 
at footnote 164, at p. 101. 
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policy in such case will be treated as her 
separate property.” The same result is seen 
where a wife takes out a policy on her 
husband’s life and keeps all incidents of 
ownership.™ It is probably immaterial whether 
she uses her separate property for premiums 
or whether community funds are used. In 
the latter case it is presumed that the hus- 
band consented to a gift of community funds.™ 


A suggested solution to avoid estate tax 
in both estates is tor the husband and wife 
to join in the transfer of the community 
policy to an irrevocable trust, paying gift 
taxes at that time, This can no doubt be 
made effective to relieve the husband's estate 
of tax, and if the wife retains no beneficial 
interest in the trust, there will likewise be 
no estate tax at her death. The usual trust, 
however, will have provisions for the bene- 
fit of the wife, and problems similar to those 
accompanying the widow’s election might 
arise. In most cases the wife will receive 
at least the income for life from the insur- 
ance proceeds via the trust and it will be 
another reserved life estate situation so far 
as her half of the community property is 
concerned. The fact that she set up the 
trust irrevocably prior to her husband’s death 
and had no election thereafter would not 
seem to be material. Even in the case where 
she dies first and has received no income 
there may be an estate tax. The regulations ™ 

. suggest that in a comparable situation—one 
involving the reservation of a right to re- 
ceive income from transferred property after 
the death of another person who in fact 
survives the decedent—at least a portion of 
the value of the transferred property would 
be included in the gross estate.” The prob- 
lem of whether consideration was received 
by the wife in the form of an interest in 
her husband’s half of the community policy 
is the same and is of crucial importance, as 
in the case of the widow’s election.™ 


18 See case cited at footnote 58. See also foot- 
note 63. 

%3 In such case, at the death of the insured 
husband before the wife, she will be deemed to 
have made a gift of the entire proceeds to the 
named beneficiary, her right to revoke being 
ended at that time (Goodman v. Commissioner, 
cited at footnote 156). See footnote 156. 

14 See footnote 131. 

46 Proposed Regs. Sec. 20.2036-1(b)(ii), 21 
Federal Register 7813 (1956). 

486 See Marks v. Higgins, 54-2 ustc { 10,951, 
213 F. (2d) 884 (CA-2); Commissioner v. Nathan’s 
Estate, 47-1 vustc { 10,541, 159 F. (2d) 546 
(CCA-7). In these cases contingent life estates 
were held to come within 1939 Code Sec, 811 
(c)(1)(B), 53 Stat, 121, the predecessor section 
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Conclusion 


Ownership of life insurance, even when 
not complicated by community property, has 
proved a troublesome concept to co-ordinate 
with other estate and gift tax principles. Its 
widespread use ™ in a great variety of forms, 
the difference between insurance on the life 
of the deceased and that on the life of 
another, the varying combinations of pos- 
sible interests, the distinctions between life- 
time and death benefits and the several 
methods of transferring ownership, have all 
combined to make life insurance difficult to 
catalogue for tax purposes. This difficulty 
has been further compounded by the neces- 
sity of reconciling local property rules with 
the insurance contract. This has been espe- 
cially true in California with its complicated 
community property history and the uncer- 
tainty for many years as to the nature of 
the wife’s interest in such property. The 
failure on the part of many, including some 
judges, to realize that life insurance is sub- 
ject to the same rules governing community 
property generally has also had its impact 
on federal taxation and has not been con- 
ducive to consistent tax treatment of com- 
munity insurance contracts. 


Many of the tax questions in the field of 
community property life insurance can only 
be asked, for no authoritative answers are 
available either by way of court decisions 
or administrative interpretations. Nor is 
there any assurance that Congress has had 
its last say. Despite the relatively recent 
changes made by the 1954 Code, there are 
already indications that Congress is restive 
and impatient once more to take another look. 


The Subcommittee on Internal Revenue 
Taxation of the House Committee on Ways 
and Means has released a list of proposed 
changes in the revenue laws.” One of these,” 
suggested by the Treasury Department, 
laments the recent abolition of the premium- 
payment test for life insurance proceeds 
and suggests, presumably in cases where 


to 1954 Code Sec. 2036, even though the decedent 
predeceased the first life tenant. 

187 See pp. 618-619 of the text. 

88 At the end of 1956 more than 100 million 
individual policyholders in this country owned 
well over 250 million policies representing more 
than $400 billion in protection (approximateiy 
$7,500 per family) (Atlantic Monthly, January, 
1957, p. 27). The total face amount of life 
insurance in force in this country js well in 
excess of the national debt and approximately 
the equivalent of the annual gross national 
product. 

4° CCH Federal Estate and Gift Tax Reports 
{| 8452 (1956). 

1” CCH Federal Estate and Gift Tax Reports 
{| 8452 (1956). 
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the insured has released all incidents of 
ownership prior to death but has neverthe- 
less paid the insurance premiums, the inclu- 
sion in a decedent’s estate of the difference 
between the proceeds received upon his death 
and either the reserve or the cash surrender 
value at the time of death. The late Ran- 
dolph E. Paul, whose influence in the field 
of taxation extended over many years, made 
a similar suggestion in 1942. He pointed 
out that “insurance proceeds, insofar as they 


exceed the cash surrender value, are at the 
death of the insured enjoyable for the first 
time by the beneficiary,” and suggested that 
insurance was “sufficiently different in char- 
acter from other property to justify an 
estate tax at the time of death, even though 
the policy has been irrevocably transferred 
long before.” Mr. Paul’s suggestion in this 
regard may prove to be as influential as his 
writings have been in the entire field of 
taxation. [The End] 


WASHINGTON TAX TALK—Continued from page 566 


charity of property securing the loan for 
which the interest deduction was taken, the 
taxpayer would be required in the year of 
the gift to make an adjustment in his in- 
come (or possibly in the charitable con- 
tribution deduction) for any interest deduction 
previously taken which is attributable to a 
period after the gift to charity. 


The blanket tax deferment for annuities 
given to employees by educational, charitable 
and religious organizations would be avail- 
able only in the case of those organizations 
which pay no more than 10 per cent of the 
compensation of any employee in the form 
of an annuity contract. 


Ordinary income would result for a pro- 
portionate part of the proceeds from sale of 
bonds from which interest coupons have 
been detached, even though the coupons are 
due within less than 12 months. 


Taxpayers would be required in all cases 
to amortize premiums on bonds with three- 
year-plus call dates over the period to 
maturity. The unrecovered premium would 
then be deductible as an ordinary loss where 
bonds are called prior to maturity (or where 
a bond is sold after a call has been definitely 
announced). 


Where bonds (or other indebtedness) 
with original issue discount are redeemed 
before maturity, or sold prior to maturity, 
any original-issue discount not previously 
reported as income would be treated as 
ordinary income in the year of the sale or 
redemption. 


No “lookback” to a period prior to the 
date a restricted stock option is granted 


1 Paul, work cited at footnote 7, Vol. 1, at 
pp. 523-527. The same suggestion has been 
made more recently by the Tax Advisory Group 
of the American Law Institute (ALI Federal 
Income, Estate & Gift Tax Stat. 19, 73 (Tent. 
Draft No. 11, 1956)). See Warren and Surrey, 
Federal Estate and Gift Taxation, Cases and 
Materials (1956), pp. 513-527 (excerpts from the 


Community Property Life Insurance 


would be permitted in determining the 
stock price for variable price options, ex- 
cept to the average price of stock in the 
30 days preceding the granting of the option. 


The $5 daily exclusion for subsistence 
allowances of police would be repealed. 


The aggregation of property rules would 
be amended so that they apply in a more 
limited manner to oil and gas interests. 


The difference between the life insurance 
proceeds received upon death and the re- 
serve at the time of death or possibly the 
cash surrender value at the time of death 
would be included in a decedent’s estate. 


The rules governing investments by em- 
ployee trusts and other exempt organiza- 
tions would be liberalized to permit these 
organizations to acquire some company de- 
bentures or make comparable loans which 
would not meet the present requirements of 
“adequate security.” 


Congressional hearings.—Amendments to 
the Anti-Dumping Act will be the subject 
of three days of public hearings by the 
House Ways and Means Committee, be- 
ginning July 29. To appear in person would 
have required filing a request by July 23. 
Written statements may be submitted by 
filing by July 31 three copies of the state- 
ment with the Clerk, Committee on Ways 
and Means, Room 1102, New House Office 
Building, Washington 25, D. C. Five pro- 
posed amendments would authorize the Sec- 
retary of the Treasury to investigate the 
importation of certain kinds of merchandise 
if the House or Senate resolves that the 
investigation should be made. Two admin- 


floor discussion of this proposal at the thirty- 
second annual meeting of the American Law 
Institute in 1955). See also Schlesinger, ‘“Taxes 
and Insurance: A Suggested Solution for the 
Uncertain Cost of Dying,”’ 55 Harvard Law Re- 
view 226 (1941). 

1 Paul, work cited at footnote 7, Vol. 1, at 
p. 525. 
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istration bills would improve the entorce- 
ment of the act. 

The House Ways and Means Committee 
also will conduct public hearings August 1 
and 2 on the proposal of Secretary of the 
Interior Fred A. Seaton that sliding-scale 
import excise taxes be substituted for the 
present tariffs on lead and zinc. Persons 
interested in testifying will have to submit 
requests to the clerk of the committee by 
July 25; written statements may be filed in 
triplicate not later than August 2. 


The Supreme Court 


The “so-called ‘slot’ machine” of Section 
4462 of the United States Code is not limited 
in definition to the “so-called ‘one-armed 
bandit’,” said the United States Supreme 
Court in U. S. v. Korpan, 57-2 uste J 9760, 
rev'g 56-2 ustc § 9935, 237 F. (2d) 676 
(CA-7). Since the “so-called ‘pin-ball’ gam- 
bling machines” involved in the case per- 
mitted the player to win a varying number 
of free games that he could either play or 
cash in at a designated rate, they involved 
“an element of chance sufficient to meet the 
requirements of § 4462(a)(2), although skill 
may have had some part in playing them 
successfully. In short, they were ‘slot- 
machine’ gambling devices.” The defendant 
was, therefore, held subject to the $250 oc- 
cupational tax on each of such machines 
rather than the $10 annual excise tax on 
amusement devices. A week after the Korpan 
decision the Court reversed a number of 
district court orders dismissing indictments 
for the same offense. 


The Service 


There is the story told of the business 
entrepreneur who advertised a new type of 
burger for sale at his stand: “Horse-Rabbit 
Burgers, Half Horse, Half Rabbit.” When 
a customer complained that he could taste 
little rabbit meat in the burger and ques- 
tioned the truthfulness of the advertising, 
the entrepreneur defended himself, saying, 
“Sure they’re half and half—one horse to 
one rabbit.” 


A sequel to this story involves the new 
crackdown on “business” and travel and 
entertainment expenses by the Internal Reve- 
nue Service. The question, the answer to 
which will be sought by the Service, is 
whether in mixing business with pleasure, 
the taxpayer is not combining a “horse” 
portion of pleasure with a “rabbit” portion 
of business. 


In Circular No. 57-85 of the Internal Rev- 
enue Service, the Service notifies its agents 
as follows: “One area which requires close 
attention involves the use of alleged branch 
offices established in resort cities for the 
sole purpose of sending business executives 
to such cities for vacations. Other instances 
involve deductions for the expenses of pur- 
ported business trips by executives vaca- 
tioning at resort hotels, expenses of hunting 
trips, expenses of attendance at sporting 
events in distant cities, and-for other non- 
business purposes, under the guise of neces- 
sary business trips.” Agents are told that 
in auditing income tax returns, they should 
“scrutinize expense accounts closely” for 
such abuses. 


INVOLUNTARY CONVERSIONS AND CASUALTY LOSSES— 


Continued from page 593 


Fair market value of property 
before casualty .. $10,000 
Fair market value of property 
after casualty .. 5,000 
Fair market value of destroyed 
property . $ 5,000 


Allowable loss, limited to the 
adjusted basis of the property $ 4,200 


Less insurance received 300 


Allowable deduction 


$ 3,900 


For detailed illustrations of computations 
of allowable casualty loss deductions, I 
refer you to Regulations Section 1.165-3 
(c)(1) and to CCH Stanparp Feperat Tax 
Reports. 
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Naturally, in order to be allowed a casu- 
alty loss deduction, the taxpayer must have 
a bona-fide loss resulting from a casualty 
and evidenced by a closed and completed 
transaction. If the loss is merely conjectural, 
it will be disallowed. 


In short, a taxpayer should be prepared 
to support a claim for a casualty loss de- 
duction with evidence showing the following: 

(1) the nature of the incident; when the 
casualty occurred; and that the loss oc- 
curred as a proximate result of the casualty; 

(2) that the taxpayer is the owner of the 
property; 

(3) a description of the damaged prop- 
erty and its location; 


(4) the cost or other adjusted basis of 
the property; 
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(5) if the property is depreciable, de- 
preciation allowed or allowable; 


(6) the fair market value of the property 
immediately before and after the casualty; 


(7) salvage value; 


(8) any insurance or other compensation 
recovered. 


It is important for the taxpayer to be pre- 
pared to supply all of the foregoing infor- 
mation in support of a casualty loss deduc- 
tion, as the records are full of cases in 
which the taxpayer was denied a deduction 
because of lack of proof. 


The decisions and opinions of the courts 
point to a strict adherence to the require- 
ment for adequate proof and support of the 
cost or other basis of the property de- 
stroyed, These are records and information 
which, it has been held, the taxpayer should 
have available. 


Since the courts have recognized the 
difficulty of proving fair market values 
before and after the casualty, they have 
been more lenient in this area and have 
freely accepted estimates where good-faith 
attempts have been made to prove such 
values. 


It is wise for the taxpayer to build up 
a file to support the amount of a casualty 
loss deduction. It is both wise and helpful 
to produce photographs of the property 
before and after the casualty (providing, of 
course, that the photographs are not of 
someone else’s property). Naturally, one 
can’t be expected to stand at readiness with 
a camera waiting for a casualty to occur, 
but frequent photographs of one’s property 
can be taken and later used as evidence of 
the condition of the property before the 
casualty. A photograph of the property 
immediately after the casualty can, of 
course, be taken at such time. Possibly 
you have, from time to time, noticed pictures 
in the newspapers of people sitting on top 
of a pile of furniture or other personal 
effects in their flooded basement. No doubt 
these people no not especially enjoy publi- 
cizing their misfortune or the fact that 
their basement is subject to flooding, but 
it may be possible that they are establishing 
an undisputable record of a casualty loss. 


In which taxable year is a casualty loss 
deductible? Section 165 of the Code states: 
“There shall be allowed as a deduction any 
loss sustained during the taxable year and 
not compensated for by insurance or other- 
wise.” (Italics supplied.) 


Involuntary Conversions 


But when is a loss sustained—in the year 
of the event, or in the year of the final 
determination of the exact dollar amount of 
the loss? 


The general rule is that the loss is de- 
ductible in the year of the physical occur- 
rence, and in the majority of cases in which 
the casualty and the settlement of the in- 
surance or other claims occur in the same 
year, there is no problem. The deduction 
must be taken in the year of the occurrence 
and no postponement will be allowed to a 
later year in which the property is finally 
disposed of. 


However, in those cases where it is not 
feasible or possible to determine in the 
year of the occurrence the amount of the 
loss sustained or the amount of insurance, 
if any, which will be received in respect to 
the property destroyed or damaged, the 
year of deductibility will depend on the 
facts in each case. 


In cases in which there is a question as to 
the amount of insurance recovery to be 
expected as a result of the casualty, the 
Tax Court and the circuit courts have 
rendered conflicting opinions. The Tax 
Court holds generally that the deduction 
should be taken in the year in which the 
insurance controversy is settled. The cir- 
cuit courts, on the other hand, hold that 
where the insurance company or other 
party denies liability in the year of occur- 
rence, the taxpayer should take the casualty 
loss deduction in that year, and he should 
report as income in the year received, the 
insurance or other recovery. 


The Commissioner, however, holds that 
the loss is deductible in the year in which 
the casualty occurs, on the theory that the 
transaction is a closed and completed one 
in such year, and that the amount of 
deduction should be the difference between 
the amount ‘of the loss and the maximum 
recovery which can be expected. Accord- 
ingly, it might be advisable for the tax- 
payer, in the case of partially insured 
property, to take a deduction in the year 
in which the casualty actually occurs, for 
the amount as to which no recovery is 
expected, 


As a practical solution to the question of 
the year of deductibility of casualty losses 
where the amount of the loss cannot be 
determined in the year of the casualty, the 
taxpayer should be permitted to take a de- 
duction in the year in which the extent of 
the damage is actually ascertained. 


[The End] 
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ook 


Staff-prepared reviews of recent 
books and other publications of 
general interest to the tax man. 


Tax School Proceedings 

Estate Planning and Income Taxation. Com- 
piled by William Douglas Kilbourn, Jr. 
Montana State University Press, Missoula, 
Montana. 1957. 297 pages. $7. 


This book is a complete report of the 
proceedings at the fourth annual tax school 
presented by the School of Law at Montana 
State University, November 29-30 and De- 
cember 1, 1956. 

Included in the book are the following 
papers: The Use of Trusts in Estate Plan- 
ning, Trust Administration, Gift Tax Ex- 
clusion for Gifts to Minors, Minor Child 
or Trustee as Family Partner, Federal In- 
come Taxation of Trusts and Estates, Spe- 
cial Tax Problems of Decedents’ Estates, 
Income Tax Aspects of Life Insurance— 
Estate Planning, Gift and Estate Tax As- 
pects of Life Insurance, Income Tax Con- 
sequences of Leases and Leases with Pur- 
chase Options, Income Tax Aspects of 
Transfers of Real Estate, and Income Tax 
Aspects of Depreciation. 


Texas CPA's Publish Book 


Tax Planning Under the New Regulations. 
Texas Society of Certified Public Account- 
ants. The Journal of Taxation, Inc., 147 
East 50th Street, New York 22, New York. 
1957. 194 pages. $4.95. 

This volume is the complete text of papers 
prepared for the third annual institute on 
taxation conducted by the Texas Society of 
Certified Public Accountants at and in 
cooperation with the University of Houston. 

Included are papers on the changing 
compensation-plan picture, new accounting 
methods, life insurance and annuities in tax 
planning, new developments in oil and gas 
payments, tax advantages in limited partner- 
ships aud an outline of tax problems in 
collapsible corporations. 

Other subjects covered are dividend dis- 
tributions, net operating losses, new part- 
nership regulations, operating agreements 
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and elections, oil and gas depletion problems, 
carried interests, real estate operations and 
trusts in tax planning. 


Property Taxes in Kentucky 


The Conflict Between Law and Adminis- 
trative Practice in Valuation of Property for 
Taxation in Kentucky. F. John Shannon. 
University of Kentucky, Lexington, Ken- 
tucky. 1957. 112 pages. 


This analysis of the assessment processes 
in Kentucky covers the period since 1891, 
when the present state constitution was 
adopted. In this study of the property tax 
and assessment practice, the author’s theme 
concerns a conflict which indicates the “pre- 
sence of a pathological enforcement condi- 
tion which could be caused by either defective 
administrative machinery or an unrealistic 
political premise underpinning the law, or 
both.” 

When tax rates are at a maximum as 
provided by law and the amount of property 
tax revenue is determined by the level of 
assessments, points out Mr. Shannon, assess- 
ment officials, rather than local legislative 
bodies, assume budgetary responsibilities 
which they should not be called upon to 
perform. 


It has been assumed in the law and by 
students of assessment policy that the assess- 
ment process is a purely technical function 
that can be effectively separated from politi- 
cal pressures. Such an assumption is un- 
realistic—the assessment process cannot 
operate in a political vacuum. 

Mr. Shannon recommends “a flexible, home- 
rule assessment policy (which) could bring 
assessment law and practice into substantial 
agreement” and suggests three legislative 
steps to implement this policy. 


Course for Assessing Officers 
Proceedings of the Eleventh Annual Short 


Course for Assessing Officers. Edited by 
Robert H. Pealy. Bureau of Government, 
Institute of Public Administration, Univer- 
sity of Michigan, Ann Arbor, Michigan. 
1957. 76 pages. 

This report of the proceedings of the 
short course for assessing officers held at 
the University of Michigan, January 7-9, 
1957, includes 17 papers divided into five 
topics: Facts About the Michigan Assessor’s 
Manual, Personal Property, Review and 
Group Discussions of the Fundamentals of 
Assessment, Re-assesssment Procedures and 
County Equalization. 
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ax-Wire 


This department lists meetings of 
interest to tax men and reports on 
studies, speeches and other activi- 
ties in the tax field. Featured this 
month: University of Chicago plans 
fall tax conference . . . Canada pro- 
vides pensions for self-employed .. . 
essay contest announced . . . tax 
bar censured . . . business firms find 
advantages in leasing business cars. 


Meetings of Tax Men 


University of Chicago Law School.—The 
Tenth Annual Federal Tax Conference of 
the University of Chicago Law School will 
be held October 23-25 in the Prudential 
Building in Chicago. The registration fee 
for the conference is $50. Reservations 
should be sent to Eliezer Krumbein, Uni- 
versity College, 19 South LaSalle Street, 
Chicago 3, Illinois. Hotel reservations can 
also be placed with Mr. Krumbein. 


Southeastern Tax Administrators.—The 
Southeastern Association of Tax Adminis- 
trators will hold a conference August 18-21 
at the King and Prince Hotel, St. Simons 
Island, Georgia. 


Rocky Mountain Mineral Law Institute.— 
The Third Annual Rocky Mountain Mineral 
Law Institute will be held August 1-3 at 
Montana State University, Missoula, Mon- 
tana. 


New York CPA’s.—Beginning September 
10, the New York State Society of Certified 
Public Accountants will conduct a second 
seminar on “Accounts’ Legal Responsibility 
to Clients and Third Parties.” Open only 
to members of the society, the seminar will 
be held in the Hotel Barclay, 111 East 
Forty-eighth Street, New York City, on 
seven consecutive Tuesday evenings. 


University of Denver.—The Seventh An- 
nual Tax Institute of the University of 
Denver will be held September 12-14. In- 
quiries may be addressed to University of 
Denver Tax Institute, College of Business 
Administration, University of Denver, Den- 
ver, Colorado. 


Tax-Wise 


Essay Contest Announced 


A competition of ideas on the question, 
“What is the most important economic 
problem which the United States must face 
in the next 20 years?” is being conducted 
by the Committee for Economic Develop- 
ment with the cooperation of the Ford 
Foundation. Papers submitted must run no 
longer than 2,000 words. Fifty prizes of 
$500 each will be awarded to the winners. 
The competition is open to anyone in the 
free world except trustees of CED, CED 
employees and their families, and consult- 
ants and advisors to the committees or 
subcommittees of CED. 


Papers must be in the English language, 
typewritten, double-spaced, on one side of 
the paper only. The name, address and 
occupation of the writer should be typed 
only on a covering page to accompany the. 
the essay. 


Papers mailed in the United States must 
be postmarked not later than midnight, 
October 31, 1957. Those mailed from out- 
side the United States must be postmarked 
not later than midnight, October 15, unless 
sent by airmail, in which case the October 
31 deadline will apply. 


All entries should be addressed to “Prob- 
lems of United States Economic Develop- 
ment,” Committee for Economic Development, 
444 Madison Avenue, New York 22, New 
York. 


Canada Beats Us in Providing 
Pensions for Self-Employed 


The United States has been beaten to the 
punch by Canada in providing pensions for 


the self-employed. While debate continues 
in this country over the advisability of 
authorizing income tax deductions for amounts 
set aside by individuals to provide for their 
own retirement, and while the “Jenkins- 
Keogh” bills (identical bills H. R. 9 and 
H. R. 10) lie dormant in the Congress, 
Canada’s Bill 407 became law in April of 
this year. The Canadian law amends Sec- 
tion 79B of the Income Tax Act and pro- 
vides for “Registered Retirement Savings 
Plans.” 


The inequity of the position of the self- 
employed person as compared with that of 
the employed person with respect to the 
opportunity to have tax-free funds set aside 
for future retirement is one of the strongest 
arguments advanced in this country for the 
passage of the “Jenkins-Keogh” measures. 
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This was also one of the strong arguments 
behind the Canadian legislation. 


Discussing the new Canadian legislation 
in the June, 1957 issue of Trusts and Estates, 
J. Fraser Coate, manager of the Pension 
Division of the Montreal Trust Company, 
Toronto, Ontario, described the favored 
position that formerly existed in Canada 
in regard to employed persons: “[A] mem- 
ber of an employer-employee plan is per- 
mitted to contribute up to $1,500 per annum 
for current service as well as up to $1,500 
per annum in respect to past service from 
his earnings tax exempt. On retirement the 
whole of the pension is taxable income but 
a further exemption of $500 is applicable at 
age 65 plus, of course, the fact that his 
effective rate is probably half that of the 
earning years.” 


The new Canadian law permits self-em- 
ployed taxpayers to make tax-exempt pay- 
ments to a registered retirement plan up 
to 10 per cent of earned income, but not 
exceeding $2,500 per year, providing they 
are not or do not become members of a 
registered employer-employee pension plan. 
Where a taxpayer is a member of a regis- 
tered employer-employee pension plan, but 
the amount he contributes under such a 
plan is less than $1,500 per year, he may 
make further contributions to an individual 
retirement savings plan in an amount equal 
to the difference between his contribution 
to the employer-employee plan and the 
lesser of 10 per cent of earned income or 
$1,500. 

A retirement savings plan entered into 
by the self-employed Canadian individual 
must provide for the “locking-up” of con- 
tributions in the years prior to retirement, 
with no cash or loan’ values. The plan 
must provide for a life annuity upon retire- 
ment, which may be elected to occur at any 
age prior to 71. The annuities, which are 
fully taxable on receipt, may be guaranteed 
up to 15 years or be on a joint and survivor 
basis with the wife. 


Where death occurs before retirement, 
the estate is charged a flat income tax of 
15 per cent, Mr. Coate noted. And if the 
plan is amended so that it no longer quali- 
fies, contributions returned are to be in- 
cluded in income for that year and taxed 
at the rate for the total income, with a 
minimum rate of 25 per cent applicable to 
the amount returned from the retirement 
plan. 


What are the chances for the enactment 
of tax legislation encouraging the establish- 
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ment of individual retirement plans for the 
self-employed in the United States? In the 
spring of this year, Representative Henry 
S. Reuss, writing in the April, 1957 issue 
of The Wisconsin Bar Bulletin, said they 
appeared more promising this year than 
last. Representative Reuss is one of those 
who introduced measures identical to the 
“Jenkins-Keogh” bill in an effort to speed 
up consideration by the House Ways and 
Means Committee. Representative Reuss 
related that in the Eighty-fourth Congress, 
the Ways and Means Committee approved 
the bill in principle, directing it to be in- 
cluded in an omnibus income tax revision 
measure. But the omnibus measure was 


never actually reported. 


Modifications from the earlier bills were 
made in H. R. 9 and H. R. 10 that were 
introduced this year. Principally, there 
were two changes, the first limiting the 
bill’s provisions solely to self-employed in- 
dividuals and the second including insurance 
(except term insurance) as an additional 
acceptable funding media in which retire- 
ment funds may be invested. 

The first of the two changes was made 
to make the bill more acceptable to the 
Treasury Department by reducing the sub- 
stantial losses in revenue that would occur 
if the provisions of the bill were to apply 
not only to the self-employed but also to all 
employed persons not covered by existing 
pension plans. “he second change was 
aimed at making it easier for the lower- 
income individual to benefit from the bill by 
including annuity and endowment insurance 
premiums as qualified for deduction. 

Though no action has been reported as 
yet from the Ways and Means Committee, 
there is a possibility that such will occur. 
Both Representatives Jenkins and Keogh 
are members of the committee and the 
committee has been meeting currently in 
executive sessions to consider members’ 
bills. 

An excellent discussion of the “Jenkins- 
Keogh” bills was contained in the April, 
1957 issue of The Cleveland Bar Association 
Journal. The article was written by Norman 
A. Sugarman and E. D. McCurdy, both of 
whom are Cleveland attorneys. Mr. Sugar- 
man is a former Assistant Commissioner of 
Internal Revenue. 


The Sugarman-McCurdy article presents 
a graphic description of the discrimination 
which exists under the present tax law 
between employees and the self-employed 
in regards to the setting aside of tax-free 
funds for future retirement. The accom- 


TAXES—The Tax Magazine 





panying table is presented to depict the case 
of two men, each married and with similar 
families. One is an employee and the other 
is self-employed. The employed man re- 
ceives a salary of $15,000 a year and, in 
addition, his employer contributes $1,000 a 
year to a pension plan for the employee’s 
retirement. The self-employed man also 
wants to set aside $1,000 a year for retire- 
ment. But, as shown by the chart, if the 
self-employed man is to have the same 
amount of spendable income after taxes and 
the setting aside of the sum for retirement, 
he will have to earn $1,455 more in taxable 
income in order to be in the same position 
as the employee. (Figures in the table are 
rounded.) 


Self- 
Employee employed 
$16,455 
4,075 


Taxable income 

Income tax 

Paid out of income for 
retirernent eas 

Total for taxes and re- 
tirement 


1,000 
5,075 


Net after taxes and re- 


tirement $11,380 


As the “Jenkins-Keogh” bills now stand, 
they would permit the same percentage of 
earned income deposited in a retirement 
fund (10 per cent) to be deducted in com- 
puting taxable income as does the Canadian 
law, but they would double the maxi- 
mum amount deductible ($5,000 instead of 
$2,500). The “Jenkins-Keogh” bills also limit 
the aggregate deductible for all taxable 
years of a self-employed person to 20 times 
the maximum annual deduction. The bills 
would raise the maximum annual deduction 
for persons over 50 prior to January 1, 
1957, by 1/10 for each full year of age in 
excess of 50 and not in excess of 70. Thus, 
a person who became 60 during 1956 could 
put aside $10,000 or 20 per cent of his net 
self-employment earnings. 


Carry-over provisions are included in the 
bill so that contributions in excess of the 
maximum may be made in good years. 
Such carry-over is permitted for five years. 


The self-employed person who wants to 
set aside amounts for retirement will not 
be able to do this in any fashion he desires. 
His contributions will be limited to a “re- 
stricted retirement policy” issued by a life 
insurance company and a “restricted retire- 
ment fund” established in a bank. 


The term “restricted retirement policy” 
includes an annuity, endowment or life 
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insurance contract, or combination thereof, 
other than a term insurance contract. A 
“restricted retirement fund” may be in the 
form of a trust or custodian account. In 
both cases the interest of the self-employed 
person must be nonassignable except that 
he may have the right to designate one 
or more beneficiaries to receive the insur- 
ance proceeds, or succeed to any interest 
in the trust, in the event of his death. 


The effect of the legislative proposals 
would be to extend to self-employed persons 
kindred treatment to that given employees 
under present tax laws upon their retire- 
ment or withdrawal of their interest from 
an exempt pension fund or profit-sharing 
trust. When distributions or payments are 
made from the policy or fund, they would 
be taxable as ordinary income and taxes 
would be limited on lump-sum distributions. 


Nothing in the proposals would make it 
mandatory that an individual actually retire 
in order to receive payments from his 
policy or fund. 


The bar journal article noted that it “can 
be expected that the proposed legislation 
will undergo considerable scrutiny and re- 
vision before enactment. Right now the 
attitude of the Administration is that while 
the principle of the legislation has merit, 
its enactment must await an opportunity for 
general tax reduction, at which time it can 
be determined how much of such reduction 
should be absorbed by this legislation as 
compared with other legislation seeking to 
correct other discrepancies in the tax laws.” 


Companies Discover Advantages 
of Leasing Business Cars 


Perhaps the swing to car leasing is en- 


couraged by tax considerations. The cost 
of obtaining a fleet of company cars shifts 
from a capital expenditure to a business ex- 
pense. That there are more than 700 car- 
leasing firms in this country is testimony 
to the development and rapid spread of this 
practice of obtaining company cars through 
lease rather than purchase. Top-ranking 
companies who have adopted this policy 
have put it into effect on a large scale. 
Bethlehem, Republic and Jones & Laughlin 
each lease about 500 cars; United States 
Steel and its subsidiaries have 1,800, while 
Phillips Petroleum claims the biggest fleet 
of all, 4,000 cars. 


The advantages of leasing are numerous. 
Because the purchase cost of a motor ve- 
hicle used in business is ordinarily a capital 
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expenditure, companies which need large 
fleets of cars find that leasing them frees 
a substantial amount of capital for more 
productive uses. The company not only ob- 
tains quality cars but has the assurance that 
it will not be dependent upon a fluctuating 
used-car market, because loss on trade-in 
is not a tax-deductible item. 


If the rental contract includes an option- 
to-buy clause, the option price must be high 
enough, or the rental payments low enough, 
so that for tax purposes the rent will not 
be treated as a payment on the purchase 
price. 


There are other than tax reasons to recom- 
mend leasing. As one company, quoted in 
the January 17 issue of Jron Age, puts it: 
“Many states, in their search for revenue, 
are looking hungrily at large corporations 
doing business within their borders. We 
got rid of our fleet to get our names off 
the records of states in which we owned no 
property other than a car.” In addition, 
other companies point out that accident vic- 
tims are quick to learn that they have a 
bargaining advantage when their claims are 
against a corporation easily embarrassed 
by publicity. 


To avoid these problems, more com- 
panies are resorting to an equipment trust 
lease plan, under which cars are operated 
as though the company owned them, but 
title remains in the leasing firm’s name. 
The cost of such plans, available to users 
of 35 or more automobiles,’ is set by a 
flexible formula based on 2% per cent of 


the vehicle’s total capitalized cost and 
interest. For one of the low-priced three, 
this amounts to approximately $48 per 
month. 


Tax Bar Censured for Permitting 
Loopholes by Default 


The tax bar is indicted in a recent law 
review article for not measuring up to its 
responsibilities in helping the Treasury to 
prevent the insertion of special (loophole) 
tax provisions in the Internal Revenue 
Code. 


Stanley S. Surrey, professor of law at 
Harvard Law School, writing in the May, 
1957 Harvard Law Review, states: “The 
question, ‘Who speaks for tax equity and 
tax fairness?’, is answered today largely 
in terms of only the Treasury Department.” 
As a result, in tax bouts where special 
“loophole” provisions are being sought, the 
Congressman on a tax committee invariably 
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sees the Treasury in one corner of the ring. 
It is “the Treasury versus percentage de- 
pletion, the Treasury versus capital gains, 
the Treasury versus this constituent, the 
Treasury versus that private group.” Since 
the Congressman is in the role of referee, 
he cannot in “fairness” let all the battles go 
to the Treasury; and so every so often “he 
gives the victory to the sponsors of a special 
provision.” It is the Treasury that becomes 
the constant protagonist in the eyes of the 
Congressman, not the taxpayers in general, 
when special provisions are being sought, 
but it is presumably the taxpayers in gen- 
eral that suffer when a special provision is 
enacted. 


The trouble is that when a special provi- 
sion is up for consideration there is just 
no pressure group to speak for the tax- 
paying public, according to Professor Surrey. 


This could have been remedied in part 
by effective aid from the tax bar, he claims; 
but for a long time the vocal tax bar not 
only withheld any aid but was often aligned 
with the special pressure groups. 


While there are signs that the attitude of 
the tax bar is changing, with the Tax 
Section of the American Bar Association 
becoming less and less a protagonist against 
the Treasury, the tax section has yet to 
become a “vocal ally of the Treasury in 
defending the integrity of the tax system 
before the tax committees,”’ Surrey charges. 


Obstacles to affirmative action by the tax 
section are seen in the procedural operation 
of the section and of the American Bar 
Association itself. Before it can speak pub- 
licly, the tax section must have its opinions 
approved by votes at annual meetings held 
in different geographical areas. The section, 
also, constantly changes in membership, 
and there is a consequent shifting of view- 
points and a lack of a sustained and in- 
formed consideration. And when the tax 
section approves a matter, that is not the 
final word. Its approval must be sanctioned 
by the House of Delegates of the ABA. 
Consiuering other obstacles to the rendering 
of aid to the Treasury by the tax bar, in- 
cluding those inherent in the attorney-client 
relationship where the client is an individual 
or a pressure group seeking the enactment 
of a loophole provision, Surrey says that “it 
is hard to say whether the tax bar can take 
a position of leadership in this area.” How- 
ever, he says that the tax bar, Congress and 
the Treasury “equally bear a responsibility 
to reappraise their roles and activities in 
the tax legislative process.” 
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Atate Tax 


In this department are reported news items concerning some decisions, 
legislation, administrative rulings and important people in state tax- 


ation. 
income, sales and gross receipts, 
pany, utility, franchise, 
motor-vehicle registration fees. 


The department's scope includes the following types of taxes: 
property, gasoline, insurance com- 
inheritance and estate, 
Items are adapted principally from 


and severance, also 


Commerce Clearing House publications dealing with state and local taxes. 


Why States Don't Follow 
Federal Income Tax Laws 


The saying that “what’s sauce for the 
goose is sauce for the gander” does not 
hold true if the goose is the federal gov- 
ernment, the gander is a state government 
and the sauce is the federal system of in- 
come taxation. Such, at least, is the gist of 
the speech delivered by Ira J. Palestin, 
New York State Tax Commissioner, at the 
Conference of the National Association of Tax 
Administrators at Poland Spring, Maine, 
June 4. 


In answering the complaint of one tax- 
payer who wanted to know why the State 
of New York could not let a carbon copy 
of the federal return serve as the state re- 
turn and set the state tax as a percentage of 
the federal tax, Mr. Palestin discussed 
what makes a “sauce” palatable in one 
instance but not in another. 


“In approaching the question of uniformity 
of State and Federal income tax laws,” said 
Mr. Palestin, “it is relevant to bear in 
mind the revenue objectives of each.” Com- 
paring the vast difference between the 
budget and the tax yields of the federal and 
the New York State governments, the tax 
commissioner said that these “gigantic con- 
trasts evidence differences not merely in 
numbers.” However, he said that despite 
the differences, New York is committed to 
the principle of substantial income tax uni- 
formity between it and the federal gov- 
ernment, but that this uniformity must be 
consistent with the state’s formulation of its 
own state policy. He listed a number of 
New York enactments that have conformed 
to the federal Code. 
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Where conformity with the federal Code 
is not consistent with state policy, New 
York has refused to follow the federal lead. 
Commissioner Palestin described three bills 
passed by the 1957 legislature that were 
vetoed by the governor. “These,” he said, 
“related to: lump sum distributions from 
stock bonus, pension and profit-sharing plans 
made within a taxable year; dividends from 
mutual funds that qualify as regulated in- 
vestment companies, where such dividends 
result from the realization of capital gains 
under Federal law; and the exercise of re- 
stricted stock options granted to an em- 
ployee by his employer. 


“Various objections were voiced to these 
bills. One line of objection was their dis- 
criminatory treatment as against the gen- 
eral class of employee not fortunate enough 
to participate in bonus or profit-sharing and 
pension plans, and, in the case of the re- 
stricted stock option, its discrimination 
against the general class of employees of 
non-incorporated business. 


“With respect to mutual funds declaring 
dividends from their capital gains, the ap- 
plicable bill did not specify all of the federally 
defined conditions requisite to attainment 
of the status of a regulated investment com- 
pany. Regarding the stock option bill, an 
objection was raised that there were no set 
limits against the amount of stock which 
could be optioned to favored top execu- 
tives. We felt that deferring of taxes until 
exercise of a stock option or realization of 
pension principal payments could be self- 
defeating from the State’s point of view 
where funds would be received by an em- 
ployee upon his retirement and removal to 
a jurisdiction beyond the State’s tax reach. 
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should be set and administered as simply as 
possible. The opposing values of uniformity 
and of the unfettered right of a State to 
determine its own policy are not always 
reconcilable. This area of potential conflict 
or of mutual inspiration is a characteristic 
of the Federal system upon which our 
nation and State hz, built enduring values.” 


New Uniform Act for Dividing 
Income Between States Approved 


A proposed uniform state act to provide 
for the allocation and apportionment by a 
taxpayer to one of several states for tax 
purposes of that share of the net income 
from his business directly attributable to 
that state has been approved by the Na- 
tional Conference of Commissioners on 
Uniform State Laws and the House of Dele- 
gates of the American Bar Association. 
Approval came during the annual conven- 
tion of the ABA, which was held in New 
York City in July. The conference on uni- 
form laws held its meeting concurrently 
with the ABA convention. 


Also up before the commissioners’ con- 
ference were the Uniform Estate Tax Ap- 
portionment Act and the Model State Tax 
Court Act. The Model State Tax Court 
Act was approved by the conference, but since 
the ABA House of Delegates does not 
pass on model acts, it was not submitted 
to that body. The Uniform Estate Tax 
Apportionment Act was not approved by 
the commissioners’ conference at the July 
meeting. 


The uniform act for the allocation and 
apportionment of income is entitled the 
“Uniform Division of Income for Tax Pur- 
poses Act.” It has been several years in 
preparation and the final draft was pre- 
pared by a committee of the national con- 
ference under the chairmanship of George 
Powell, Seattle attorney. The proposed law 
will now be submitted to the various states 
with the recommendation that it be enacted 
by the individual legislatures. The text of 
the uniform law is as follows: 


UNIFORM DIVISION OF INCOME 
FOR TAX PURPOSES ACT 


SECTION 1. As used in this Act, unless 
the context otherwise requires: 


(a) “Business income” means income 
arising from transactions and activity in 
the regular course of the taxpayer’s trade 
or business and includes income from tan- 
gible and intangible property if the acquisi- 
tion, management, and disposition of the 
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property constitute integral parts of the 
taxpayer’s regular trade or business oper- 
ations. 


(b) “Commercial domicile’ means the 
principal place from which the trade or 
business of the taxpayer is directed or 
managed. 


(c) “Compensation” means wages, sala- 
ries, commissions and any other form of 
remuneration paid to employees for per- 
sonal services. 


(d) “Financial organization” means any 
bank, trust company, savings bank, [indus- 
trial bank, land bank, safe deposit company, ] 
private banker, savings and loan association, 
credit union, [cooperative bank,] invest- 
ment company, or any type of insurance 
company. 


(e) “Non-business income” means all in- 
come other than business income. 


(f) “Public utility” means [any business 
entity which owns or operates for public 
use any plant, equipment, property, fran- 
chise, or license for the transmission of 
communications, transportation of goods or 
persons, or the production, storage, trans- 
mission, sale, delivery, or furnishing of elec- 
tricity, water, steam, oil, oil products or gas.] 

Note: Each state may wish to enact 

separate legislation to apportion 
and allocate the income of tax- 


payers subject to the control of its 
regulatory bodies. 


(g) “Sales” means all gross receipts of 
the taxpayer not allocated under sections 
4 through 8 of this Act. 


(h) “State” means any state of the United 
States, the District of Columbia, the Com- 
monwealth of Puerto Rico, any territory 
or possession of the United States, and any 
foreign country or political subdivision 
thereof. 


SECTION 2. Any taxpayer having in- 
come from business activity which is tax- 
able both within and without this state, 
other than activity as a financial organiza- 
tion or public utility or the rendering of 
purely personal services by an individual, 
shall allocate and apportion his net income 
as provided in this Act. 


SECTION 3. For purposes of alloca- 
tion and apportionment of income under 
this Act, a taxpayer is taxable in another 
state if (1) in that state he is subject to a 
net income tax, a franchise tax measured 
by net income, a franchise tax for the privi- 
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In respect of this last objection the State is 
at a substantial disadvantage when com- 
pared with the broad reach of the Federal 
government. 

“Also involved in consideration of these 
measures was the loss of revenue to the 
State resulting from the change to capital 
gains treatment. It was estimated that 
under existing pension plans, New York 
would lose approximately $500,000 annually 
by the change to capital gains treatment of 
lump sum distributions, with much larger 
revenue losses in prospect because of the 
continuing zooming increase in new plans. 
The change in treatment of capital gains 
realized by mutual funds would cost the 
State approximately $850,000 in annual 
revenues.” 

These revenue contractions and prospec- 
tive losses would affect the tight-budget 
operation of a state such as New York, 
which seeks the maintenance of reasonably 
measured income taxes, the state commis- 
sioner stated. 

One of the reasons for the state’s refus- 
ing to follow slavishly the federal system 
arises from the difference in the rate struc- 
tures of income taxation. New York’s “mildly 
progressive” rate structure, which starts 
with 2 per cent of the first $1,000 of taxable 
income and rises to a maximum of 7 per 
cent on net income in excess of $9,000, was 
compared with the “steeply graduated” fed- 
eral rate structure, which reaches a maximum 
of 91 per cent. It is Mr. Palestin’s con- 
tention that the federal structure has made 
inevitable “a wide congeries of transactions 
to which capital gains treatment, instead of 
the normal tax, has been extended under 
Federal law.” But, said the commissioner, 
“the compelling reasons for mitigation of a 
mountainous rate structure do not exist in 
the State of New York.” 

Not only is New York’s rate structure 
only mildly progressive, but personal ex- 
emptions are higher: $1,000 for the single 
individual, $2,500 for a married couple and 
$400 for each dependent, with additional 
special exemptions. 

In contrast with the federal government, 
New York has had a stable rate structure 
since 1935 and a stable exemption schedule 
since 1933—a “desirable exercise and ex- 
pression of State public policy,” in Mr. 
Palestin’s words. Tax reductions, when 
achieved, have not been by rate lowering 
but by percentage discounts off tax. 


New York’s capital gains provisions have 
also been constant for some time, since 
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1937. According to Mr. Palestin, they 
supply a substantially favorable tax treat- 
ment and are simple in operation, and “the 
inapplicability of net capital loss against 
any part of normal income operates as a 
stabilizer of State income tax revenues.” 


Presenting an analysis of personal income 
tax returns filed in 1955, Mr. Palestin said 
that “there are relatively few taxpayers in 
a position to benefit from slavish conformity 
of our capital gains law to the Federal.” 


Discussing proposals that tke state in- 
come tax be a percentage supplement to the 
federal tax, or that net taxable income as 
federally reported be used, with minor ad- 
justments, for state purposes, Mr. Palestin 
said that these proposals “are supported 
as not contravening State autonomy on the 
ground that rates and exemption amounts 
are within the power of the State to deter- 
mine. Indeed it is conceded in this school 
of thought that the automatic following of 
the Federal yield or tax base will necessarily 
involve changes in state-imposed rates and 
exemptions as future Congresses will amend 
the Internal Revenue Code. This raises a 
fundamental issue for determination by the 
individual states. In New York, should 
State policy call for continued maintenance 
of a tax structure rising gently above liberal 
exemptions to a modest top of 7%; or 
should this structure be changed with a 
frequency beyond the State’s control in 
order fully to dissolve the reporting incon- 
venience of a minority of its taxpayers? 
Obviously the State should decide for itself 
what revenue system will finance its own 
State needs with a minimum of inequity, it 
being traditionally difficult to devise any 
system of taxation that will mete full equity 
literally to all.” 


Mr. Palestin deemed it interesting to 
observe that only three states (Vermont, 
Iowa and Kentucky) relate their base of 
net taxable income to that reported federally, 
and that New Mexico and Utah recently 
terminated short-lived provisions that gave 
taxpayers an option to determine their state 
income tax as a percentage of the federal 
tax. 


“In the interest.of taxpayer convenience, 
and of coordination and economy in ad- 
ministration,” concluded Mr. Palestin, 
“close conformity between State and Federal 
income tax laws is desirable. Conformity 
can be achieved principally by State action 
taken as a part of its overall State policy. 
Where the State determines for itself an 
independent area of income taxation, that 
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should be set and administered as simply as 
possible. The opposing values of uniformity 
and of the unfettered right of a State to 
determine its own policy are not always 
reconcilable. This area of potential conflict 
or of mutual inspiration is a characteristic 
of the Federal system upon which our 
nation and State have built enduring values.” 


New Uniform Act for Dividing 
Income Between States Approved 


A proposed uniform state act to provide 
for the allocation and apportionment by a 
taxpayer to one of several states for tax 
purposes of that share of the net income 
from his business directly attributable to 
that state has been approved by the Na- 
tional Conference of Commissioners on 
Uniform State Laws and the House of Dele- 
gates of the American Bar Association. 
Approval came during the annual conven- 
tion of the ABA, which was held in New 
York City in July. The conference on uni- 
form laws held its meeting concurrently 
with the ABA convention. 


Also up before the commissioners’ con- 
ference were the Uniform Estate Tax Ap- 
portionment Act and the Model State Tax 
Court Act. The Model State Tax Court 
Act was approved by the conference, but since 
the ABA House of Delegates does not 
pass on model acts, it was not submitted 
to that body. The Uniform Estate Tax 
Apportionment Act was not approved by 
the commissioners’ conference at the July 
meeting. 


The uniform act for the allocation and 
apportionment of income is entitled the 
“Uniform Division of Income for Tax Pur- 
poses Act.” It has been several years in 
preparation and the final draft was pre- 
pared by a committee of the national con- 
ference under the chairmanship of George 
Powell, Seattle attorney. The proposed law 
will now be submitted to the various states 
with the recommendation that it be enacted 
by the individual legislatures. The text of 
the uniform law is as follows: 


UNIFORM DIVISION OF INCOME 
FOR TAX PURPOSES ACT 


SECTION 1. As used in this Act, unless 
the context otherwise requires: 


(a) “Business income” means income 
arising from transactions and activity in 
the regular course of the taxpayer’s trade 
or business and includes income from tan- 
gible and intangible property if the acquisi- 
tion, management, and disposition of the 
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property constitute integral parts of the 
taxpayer’s regular trade or business oper- 
ations. 


(b) “Commercial domicile’ means the 
principal place from which the trade or 
business of the taxpayer is directed or 
managed. 


(c) “Compensation” means wages, sala- 
ries, commissions and any other form of 
remuneration paid to employees for per- 
sonal services. 


(d) “Financial organization” means any 
bank, trust company, savings bank, [indus- 
trial bank, land bank, safe deposit company,] 
private banker, savings and loan association, 
credit union, [cooperative bank,] invest- 
ment company, or any type of insurance 
company. 

(e) “Non-business income” means all! in- 
come other than business income. 


(f) “Public utility’ means [any business 
entity which owns or operates for public 
use any plant, equipment, property, fran- 
chise, or license for the transmission of 
communications, transportation of goods or 
persons, or the production, storage, trans- 
mission, sale, delivery, or furnishing of elec- 
tricity, water, steam, oil, oil products or gas.] 


Note: Each state may wish to enact 
separate legislation to apportion 
and allocate the income of tax- 
payers subject to the control of its 
regulatory bodies. 


(g) “Sales” means all gross receipts of 
the taxpayer not allocated under sections 
4 through 8 of this Act. 


(h) “State” means any state of the United 
States, the District of Columbia, the Com- 
monwealth of Puerto Rico, any territory 
or possession of the United States, and any 
foreign country or political subdivision 
thereof. 


SECTION 2. Any taxpayer having in- 
come from business activity which is tax- 
able both within and without this state, 
other than activity as a financial organiza- 
tion or public utility or the rendering of 
purely personal services by an individual, 
shall allocate and apportion his net income 
as provided in this Act. 


SECTION 3. For purposes of alloca- 
tion and apportionment of income under 
this Act, a taxpayer is taxable in another 
state if (1) in that state he is subject to a 
net income tax, a franchise tax measured 
by net income, a franchise tax for the privi- 
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liege of doing business, or a corporate 
stock tax, or (2) that state has jurisdiction 
to subject the taxpayer to a net income 
tax regardless of whether, in fact, the state 
does or does not. 


SECTION 4. Rents and royalties from 
real or tangible personal property, capital 
gains, interest, dividends, or patent or 
copyright royalties, to the extent that they 
constitute non-business income, shall be 
allocated as provided in sections 5 through 
8 of this Act. 


SECTION 5. (a) Net rents and royal- 
ties from real property located in this state 
are allocable to this state. 


(b) Net rents and royalties from tangi- 
ble personal property are allocable to this 
state: 

(1) if and to the extent that the prop- 
erty is utilized in this state, or 


(2) in their entirety if the taxpayer’s 
commercial domicile is in this state and 
the taxpayer is not organized under the 
laws of or taxable in the state in which 
the property is utilized. 


(c) The extent of utilization of tangible 
personal property in a state is determined 
by multiplying the rents and royalties by 
a fraction, the numerator of which is the 
number of days of physical location of the 
property in the state during the rental or 
royalty period in the taxable year and the 
denominator of which is the number of 
days of physical location of the property 
everywhere during all rental or royalty 
periods in the taxable year. If the physical 
location of the property during the rental 
or royalty period is unknown or unascer- 
tainable by the taxpayer, tangible personal 
property is utilized in the state in which 
the property was located at the time the 
rental or royalty payer obtained possession. 


SECTION 6. (a) Capital gains and 
losses from sales of real property located 
in this state are allocable to this state. 


(b) Capital gains and losses from sales 
of tangible personal property are allocable 
to this state if 


(1) the property had a situs in 
state at the time of the sale, or 


this 


(2) the taxpayer’s commercial domicile 
is in this state and the taxpayer is not 
taxable in the state in which the property 
had a situs. 


(c) Capital gains and losses from sales 
of intangible personal property are allocable 
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to this state if the taxpayer’s commercial 
domicile is in this state. 


SECTION 7. Interest and dividends are 
allocable to this state if the taxpayer’s com- 
mercial domicile is in this state. 


SECTION 8. (a) Patent and copyright 
royalties are allocable to this state: 


(1) if and to the extent that the patent 
or copyright is utilized by the payer in 
this state, or 


(2) if and to the extent that the patent 
or copyright is utilized by the payer in a 
state in which the taxpayer is not taxable 
and the taxpayer’s commercial domicile 
is in this state. 


(b) A patent is utilized in a state to the 
extent that it is employed in production, 
fabrication, manufacturing, or other proc- 
essing in the state or to the extent that a 
patented product is produced in the state. 
If the basis of receipts from patent royalties 
does not permit allocation to states or if 
the accounting procedures do not reflect 
states of utilization, the patent is utilized 
in the state in which the taxpayer’s com- 
mercial domicile is located. 


(c) A copyright is utilized in a state to 
the extent that printing or other publication 
originates in the state. If the basis of re- 
ceipts from copyright royalties does not 
permit allocation to states or if the account- 
ing procedures do not reflect states of utili- 
zation, the copyright is utilized in the state 
in which the taxpayer’s commercial domi- 
cile is located. 


SECTION 9. All business income shall 
be apportioned to this state by multiplying 
the income by a fraction, the numerator of 
which is the property factor plus the payroll 
factor plus the sales factor, and the denomi- 
nator of which is three. 


SECTION 10. The property factor is a 
fraction, the numerator of which is the 
average value of the taxpayer’s real and 
tangible personal property owned or rented 
and used in this state during the tax 
period and the denominator of which is the 
average value of all the taxpayer's real and 
tangible personal property owned or rented 
and used during the tax period. 


SECTION 11. Property owned by the 
taxpayer is valued at its original cost. 
Property rented by the taxpayer is valued 
at eight times the net annual rental rate. 
Net annual rental rate is the annual rental 
rate paid by the taxpayer less any annual 
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rental rate received by the taxpayer from 
sub-rentals. 


SECTION 12. The average value of 
property shall be determined by averaging 
the values at the beginning and ending of 
the tax period but the [tax administrator] 
may require the averaging of monthly 
values during the tax period if reasonably 
required to reflect properly the average 
value of the taxpayer’s property. 


SECTION 13. The payroll factor is a 
fraction, the numerator of which is the total 
amount paid in this state during the tax 
period by the taxpayer for compensation, 
and the denominator of which is the total 
compensation paid everywhere during the 
tax period. 


SECTION 14. Compensation is paid in’ 


this state if: 


(a) the individual’s service is performed 
entirely within the state; or 


(b) the individual’s service is performed 
both within and without the state, but the 
service performed without the state is inci- 
dental to the individual’s service within 
the state; or 


(c) some of the service is performed in 
the state and (1) the base of operations or, 
if there is no base of operations, the place 
from which the service is directed or con- 
trolled is in the state, or (2) the base of 
operations or the place from which the 
service is directed or controlled is not in 
any state in which some part of the service 
is performed, but the individual’s residence 
is in this state. 


SECTION 15. The sales factor is a 
fraction, the numerator of which is the total 
sales of the taxpayer in this state during 
the tax period, and the denominator of 
which is the total sales of the taxpayer 
everywhere during the tax period. 


SECTION 16. Sales of tangible per- 
sonal property are in this state if: 


(a) the property is delivered or shipped 
to a purchaser, other than the United States 
government, within this state regardless of 
the f.o.b. point or other conditions of the 
sale; or 


(b) the property is shipped from an office, 
store, warehouse, factory, or other place 
of storage in this state and (1) the pur- 
chaser is the United States government or 
(2) the taxpayer is not taxable in the 
state of the purchaser. 
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SECTION 17. Sales, other than sales 
of tangible personal property, are in this 
state if: 

(a) the income-producing activity is per- 
formed in this state; or 

(b) the income-producing activity is per- 
formed both in and outside this state and 
a greater proportion of the income-produc- 
ing activity is performed in this state than 
in any other state, based on costs of per- 
formance. 


SECTION 18. If the allocation and ap- 
portionment provisions of this Act do not 
fairly represent the extent of the taxpayer's 
business activity in this state, the taxpayer 
may petition for or the [tax administrator] 
may require, in respect to all or any part 
of the taxpayer’s business activity, if rea- 
sonable: 

(a) separate accounting; 


(b) the exclusion of any one or more of 
the factors; 

(c) the inclusion of one or more addi- 
tional factors which will fairly represent the 
taxpayer’s business activity in this state; or 

(d) the employment of any other method 
to effectuate an equitable allocation and ap- 
portionment of the taxpayer’s income. 


SECTION 19. This Act shall be so 
construed as to effectuate its general pur- 
pose to make uniform the law of those 
states which enact it. 


SECTION 20. This Act may be cited 
as the Uniform Division of Income for Tax 
Purposes Act. 


SECTION 21. [The following acts and 
parts of acts are hereby repealed: 


(a) 

(b) 

(c) J 
SECTION 22. This Act shall take effect 


Atlantic States 


Income taxes.—Connecticut has extended 
its emergency corporate business tax rate 
of the larger of 3.75 per cent of net income 
or 1.9 mills per $1 through income years 
beginning in 1957 and 1958 and has made 
common-carrier bus companies subject to 
the tax, S. B. 595, approved June 21, Changes 
made in the basic law taxing corporate 
business include the provision for a “fiscal 
year” of 52 to 53 weeks where elected by 
the taxpayer in accordance with federal 
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Code provisions and provide a new listing of 
sums to be added in computing the basic 
1.5 mills per dollar tax upon income, H. B. 
1320, approved June 10. Connecticut’s tax 
on unincorporated business income is con- 
tinued at present rates for income years 
beginning in 1958, but rates are doubled on 
income in excess of $60,000 rather than of 
$50,000, H. B. 2297, approved June 5. 


Massachusetts has extended its 3 per cent 
corporate income tax through 1959, its 1 
per cent tax on personal earned income and 
3 per cent tax‘on gains from intangibles 
through 1958 and its 20 per cent surtax on 
personal and corporate income through 1959, 
H. B. 3149, approved June 21. Stock divi- 
dends are exempted from income taxes, 
effective in 1957, H. B. 1471, approved 
June 14. Credits and deductions from gross 
income will be allowed beginning in 1957, 
for taxes paid to any dependency or ter- 
ritory of the United States or to any Canadian 
province, H. B. 110, approved June 14. 


New York’s first special legislative session 
has resulted in permission to exclude amounts 
received through accident or health insur- 
ance from gross income, even though they 
are attributable to employer contributions, 
if they represent reimbursement of medical 
expenses, payments for permanent bodily 
loss or disfigurement or payments in lieu 
of wages not exceeding $100 per week, S. 
B. 13, approved June 22. 


Pennsylvania will permit taxpayers to 
deduct from city income taxes, income taxes 
paid under any state or local law if a 
reciprocal deduction is allowed the city’s 
residents by the other state or locality, H. 
B. 348, approved June 14. 


Excise taxes.—Connecticut’s cigarette tax 
is specifically levied on the consumer and, 
thus, is made deductible for federal income 
tax purposes, H. B. 1737, approved June 5. 


A tax on dry beans of four cents per 100- 
pound bag will be levied in Maine, with 
the tax to be split between the producer and 
the shipper, but the tax will not apply to 
beans kept for seed purposes or home con- 
sumption, H. B. 486, approved May 27. The 
state’s excise tax on telegraph companies 
is changed to a flat 6 per cent of total gross 
operating revenues from state operations; 
the tax limit on telephone companies remains 
at 7 per cent, H. B. 1052, approved May 29. 


Massachusetts’ one-cent-per-pack cigarette 
tax is extended to September 1, 1959, and 
its 20 per cent surtax on liquor until June 30, 
1959, H. B. 3149, approved June 21. 
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The Vermont tax on cigarettes is raised 
to five cents per pack, H. B. 371, effective 
July 1, 1957. 


Franchise taxes and fees.—Where fran- 
chise taxes are deemed excessive, the time 
in which a Massachusetts corporation may 
apply for abatement has been extended 
from one year to three years; and where 
assessments are deemed unfair, the time 
for protesting has been extended from six 
months to two years, H. B. 126, approved 
June 7. 


By default of the legislature, Pennsyl- 
vania capital-stock and franchise-tax manu- 
facturing exemptions may be revived in 
1958. Restoration of the exemption has been 
postponed for one- or two-year periods 
since 1947; but the legislature has adjourned 
until January, 1959, without providing for 
further postponement of the exemption. 
The exemption will be revived as of Jan- 
uary 1, 1958, unless a special session takes 
action. Exempt from the five-mill levy will 
be capital employed in manufacturing by 
both domestic and foreign corporations, limited 
partnerships and joint stock associations. 


Gasoline taxes.—Connecticut’s six-cent-a- 
gallon tax on gasoline and special fuel is 
extended to July 1, 1959, H. B. 1742, ap- 
proved June 4. 


Inheritance and estate taxes.—The sur- 
viving husband or wife of a Connecticut 
testator dying after June 30, 1957, is granted 
a succession tax exemption of $50,000; 
Class B succession tax rates are increased 
1 per cent in each category and Class C 
rates, 2 per cent, H. B. 53, approved 
June 12. 


Massachusetts’ 20 per cent surtax on legacy 
and succession taxes is continued through 
1959, H. B. 3149, approved June 21. Due 
dates on inheritance taxes are extended, 
H. B. 124, approved June 6. 


Insurance company taxes.—The Delaware 
Supreme Court has held unconstitutional 
Chapter 156 and Chapter 358 of the laws 
of 1955. The first, for the purpose of in- 
creasing the funds available for the fire- 
men’s pension fund, increased from 2 per 
cent to 3.5 per cent the tax on gross pre- 
miums of fire insurance companies insuring 
risks in Delaware; in order to augment 
police pension systems, the second imposed 
a 2 per cent tax on the gross premiums of 
automobile and casualty insurers. The de- 
cision, which was based on the requirement 
that such laws require a three-fourths vote 
of both houses, was rendered on April 12 
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in Aetna Casualty and Surety Company v. 
Commissioner of Insurance, 1 DELAWARE Tax 
Cases { 200-015. 


Massachusetts has extended its 2 per 
cent gross premiums tax on domestic in- 
surance companies through 1959, H. B. 
3149, approved June 21. 


Motor vehicle taxes.—-A Connecticut fran- 
chise tax measured by 3 per cent of net 
income on income from transportation charges 
is imposed on common carriers of pas- 
sengers for hire; and, as to this income, the 
tax is in lieu of all other real and personal 
property taxes, H. B. 1602, approved June 
5. The registration fees for motor busses 
are reduced from 50 cents to 35 cents per 
hundredweight of gross weight, plus $11.50, 
instead of $15, H. B. 1161, approved June 21. 


Maine will increase its registration fees 
for passenger, farm and pneumatic-tired 
motor vehicles and for operator’s licenses, 
H. B. 1088, approved May 28. 


Property taxes.—Any Connecticut widow 
drawing compensation from the Veterans 
Administration is now allowed the $3,000 
property tax exemption formerly granted 
only to the widow or minor child of a 
veteran whose death was due to service and 
occurred on active duty, H. B. 1963, ap- 
proved June 10. 


When a privately owned airport in Mas- 
sachusetts makes improvements to its land- 
ing field, the improvements are exempt as 
long as free use of the area is granted to 
the general public, H. B. 2, approved June 
14. The exemption has been ruled con- 
stitutional by the Massachusetts Supreme 
Judicial Court. 


The Pennsylvania realty transfer tax is 
extended through May 31, 1959, H. B. 331, 
approved April 24. 


Sales and gross receipts taxes.—Con- 
necticut’s 3 per cent sales tax rate has been 
made permanent; the lower rate provided 
for on smaller sales is changed to 1.5 per 
cent on sales of 19 cents or less, S. B, 586, 
approved May 28. Exempted from sales 
taxation are sales of rabbits as food and 
of rabbit feed, H. B. 2181, approved May 
24. Also exempted are aircraft sales to 
licensed carriers in interstate or foreign 
commerce and fly-away sales to nonresi- 
dents, H. B. 652, approved May 24. An 
exemption from the use tax is granted 
transfers of motor vehicles made in con- 
nection with the organization, reorgani- 
zation, dissolution or partial liquidation of 
a business where no gain or loss is recog- 
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nized for federal income tax purposes, if the 
use tax on the transfer of motor vehicles has 
once been paid, H. B. 916, approved May 29. 


Maine sales taxes increased to 3 per 
cent on July 1, H. B. 986; sales to volunteer 
fire departments are exempted, S. B. 79; 
and sales of bunkering oil to ships in inter- 
state and foreign commerce are also ex- 
empted, S. B. 358. All three bills were 
approved May 29. 


Lake States 


Income taxes.—Ohio has placed several 
restrictions upon the taxing of income by 
cities. Rates must be uniform and no more 
than 1 per cent without approval of the 
voters; the compensation of persons over 
18 or the net profit from a business or cor- 
poration must be included in the tax base; 
the pay of members of the armed services 
must be exempt; and the income of religious, 
fraternal, charitable, scientific, literary or 
educational institutions must be exempt to 
the extent that the income is obtained 
from tax-exempt real estate, tangible or 
intangible property or tax-exempt activities. 
A ratio for determining business net profit 
in the absence of records is provided, S. 
B. 133, effective September 17. 


The Wisconsin accelerated amortization 
deduction for milkhouses is extended to in- 
clude bulk milk tanks or milk pipelines, 
A. B. 325, approved July 1. 


Excise taxes.—Illinois’ tax on alcohol 
and spirits is raised from $1 to $1.02 a 
gallon, S. B. 649, effective July 1. 


An additional tax of two cents per pack is 
levied on cigarettes in Michigan, making 
the total tax five cents per pack; an addi- 
tional excise tax on liquor with 22 per cent 
or more alcoholic content is levied at 4 per 
cent of the retail selling price, H. B. 371, 
effective July 1. 

Ohio’s additional excise taxes for poor 
relief imposed on public utilities are extended 
through 1959, S. B. 350, approved June 10. 


Cigarette smoking will be more expensive 
in Wisconsin. The tax per pack there is 
raised from four cents to five cents, A. B. 
814, effective July 1. 


Inheritance and estate taxes.—In Ohio 
the jointly held property of husband and 
wife will be subject to inheritance taxation 
to the extent of one half of the total value 
of the property without regard to enhance- 
ment, S. B. 160, effective September 16. 
Gifts to established religious organizations 
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are exempt from tax; the $5,000 exemption 
allowed when property passes to the deced- 
ent’s wife or child applies to the adopted, as 
well as to the natural, child; and the $3,500 
exemption is allowed adult adopted children, 
H. B. 198, effective August 31. 


License taxes.—The United States Supreme 
Court has declared the Illinois Community 
Currency Exchanges Act unconstitutional 
because it excepts money orders of the 
American Express Company in its require- 
ment that firms selling or issuing money 
orders in the state secure a license and 
submit to regulation, thus denying equal 
protection of the laws to those subjected to 
the requirements of the act. (Morey et al. v. 
Doud et al., 3 stc ¥ 200-124.) 


Motor vehicle taxes.—Farm busses used 
to transport agricultural employees in Ohio 
are subjected to a $10 license fee, H. B. 
620, effective September 16. The state has 
granted a registration exemption for inter- 
change trailers, H. B. 170, effective Sep- 
tember 10. 


Wisconsin provides that building and 
highway construction vehicles are to be 
registered at 25 per cent of the fee for 
vehicles of the same weight, Chapter 105, 
effective May 23. 


Property taxes.—Illinois now requires that 
all real property taxes (rather than 75 per 
cent) must be paid before a protest is made, 
H. B. 64, effective July 1, 1957. 


An additional charge of 0.5 per cent per 
month will be added to the assessment of 
property omitted from the Ohio taxpayer's 
return, dating from the date the property 
should have been returned or disclosed but 
limited to ten years prior to the date of 
assessment, S. B. 242, effective September 
9, 1957. The Ohio Board of Tax Appeals 
is authorized to provide for the assessment 
of property at taxable value instead of true 
value in money, S. B. 109, effective Sep- 
tember 11, 1957. 

Farmers’ milk house equipment is exempt 
from personal property taxes in Wisconsin, 
Chapter 104, effective May 23. The prop- 
erty of nonprofit hospitals of ten beds or 
more that is used exclusively for hospital 
purposes is exempt starting with assess- 
ments made in 1957, A. B. 215, effective 
September 7, 1957. 


Sales and gross receipts taxes——No use 
tax will be required from nonresidents who 
have acquired and used property at least 
three months before bringing it to Illinois; 
where property purchased outside Illinois 
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is taxable, the “selling price” for computing 
the use tax is to be reduced by a reason- 
able allowance for depreciation for the 
period of prior out-of-state use, S. B. 414, 
effective July 1, 1957. The Illinois Su- 
preme Court has turned down the petition 
of the taxpayer for a rehearing in Turner v. 
Wright, the case in which the court reversed 
itself to declare the Illinois use tax valid. 
The taxpayer is reported to be contem-: 
plating appealing the case to the United 
States Supreme Court. 


Whether temporary or permanent and 
whether or not legally qualified to do busi- 
ness in Ohio, any person having a business 
soliciting orders in the state is subject to 
the Ohio sales and use tax, S. B. 206, 
effective September 7, 1957. Sellers engaged 
in the business of selling and sellers author- 
ized to collect the use tax must file semi- 
annual returns, by January 31 and July 
31, S. B. 204, effective September 7, 1957. 
The time for filing applications for reim- 
bursement of sales and use taxes is extended 
in Ohio. Where formerly, applications had 
to be filed within 90 days after the return 
of prepaid purchases, they now may be filed 
not later than the last day of the third 
month following the semiannual period end- 
ing June 30 or December 31, S. B. 241, 
approved June 8. 


Midwestern States 


Income taxes.—The credit for corporate 
income taxed by Missouri to which stock- 
holders of national banking associations are 
entitled is fixed. This credit shall be as if 
the national bank whose dividends the stock- 
holder includes in his return was in fact 
a bank organized under Missouri law and 
as if the bank had paid income tax for which 
it would in such case have been liable for 
its last preceding taxable period, H. B. 92, 
effective August 29, 1957. 


Purchasers of installment paper in Neb- 
raska must not only pay a $25 annual li- 
cense fee (L. B. 605, effective June 18) but 
by March 1 annually must pay a tax of 12 
mills on each $1 of gross income from dis- 
counts and refinance charges; such tax is 
in lieu of all other taxes on intangible prop- 
erty, except intangible property evidencing 
loans by licensed persons, L. B. 610, effec- 
tive June 18, 1957. A tax of 2 per cent on 
the gross income from intangible property 
is imposed on a pension, profit-sharing or 
other employee benefit plan, exempt from 
federal tax, which is established in Neb- 
raska; the tax is in lieu of any other in- 
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tangible property tax, L. B. 476, effective 
three months after adjournment. 


Gasoline taxes.—Iowa has enacted a new 
codification of its motor fuel tax. Motor 
fuel will be taxed at six cents per gallon 
until June 30, 1961, at which time it will 
drop to four cents per gallon; diesel fuel 
will be subject to a special fuel tax of seven 
cents per gallon; reports and payments of 
the tax are due on the last day of each 
month, H. B. 440, effective July 4, 1957. 


The gasoline tax in Nebraska, which has 
been six cents per gallon and was due to 
drop to five cents per gallon after May 9, 
1959, is increased to seven cents per gallon, 
L. B. 375, effective three months after ad- 
journment. Nebraska has exempted busses 
operating within cities, or within a radius 
of six miles (instead of one mile), from the 
tax on special fuels, L. B. 317, approved 
May 21. 


Motor vehicle taxes——Exemption from 
the Iowa compensating tax will be granted 
to carriers registering either all their vehi- 
cles using Iowa highways or a proportion 
of their vehicles reflecting the percentage 
of total interstate mileage that is logged in 
Iowa, H. B. 484, effective July 4, 1957. 
Iowa operators of urban transit systems 
will pay a registration fee of $25 for each 
passenger vehicle used and passenger vehi- 
cles will not be subject to the motor carrier 
compensation tax, the motor fuel tax, regis- 
tration fees for trucks with pneumatic tires 
and fees and taxes for trackless trolleys; 
nor will such passenger vehicles be included 
in the valuation of the urban transit system 
for taxation purposes, H. B. 372, effective 
beginning July 4, 1957, and ending June 30, 
1959. 


Oklahoma is also legislating a tax break 
for urban transit systems. First year li- 
cense fees for intracity busses for eight 
successive years will be reduced by 20 per 
cent of the previous year’s fee, with a mini- 
mum fee of $25; in 1958 the fee shall be 
computed and assessed upon the then-attained 
age of each intracity bus, H. B. 911, effec- 
tive May 28, 1957. Where the total annual 
license fees due exceed $1,000 in Oklahoma, 
they may be paid in equal semiannual in- 
stallments, due January 15 and July 1, 
H. B. 1025, effective August 28, 1957. Truck 
and trailer fees are raised in Oklahoma, 
H. B. 881, effective May 24, 1957. 


Property taxes.—Iowa will exempt from 
the moneys and credits tax all noninterest- 
bearing moneys, credits and accounts re- 
ceivable, but the $5,000 deduction for debts 
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in making up the amount of moneys and 
credits must be reduced by the amount of 
such exempted noninterest-bearing moneys, 
credits and accounts receivable, S. B. 453, 
approved May 31. 


While the authorized levy of first-class 
cities in Missouri is raised from 50 cents 
to 70 cents on the $100 of assessed valu- 
ation for library, hospital, garbage and trash 
collection, recreational grounds and museum 
purposes, proposed levies must be submitted 
to the electorate, H. B. 452, effective Au- 
gust 29, 1957. Included in. the Missouri 
definition of “intangible personal property” 
are annuities, except all annuities and pen- 
sion payments based on employee contribu- 
tions not in excess of $2,000 annually, S. B. 
129, approved June 20. 


Nebraska’s annual 0.5 mill tax for school 
purposes levied on tangible property is ex- 
tended to 1967, L. B. 332, approved May 21. 

Oklahoma voters will be asked in a special 
election to approve a constitutional amend- 
ment providing for the assessment of all 
property at not more than 35 per cent of 
its fair cash value, estimated at the price it 
would bring at a voluntary sale, S. J. R. 38, 
approved June 1. 


Sales and gross receipts taxes.—Exemp- 
tions are granted in Iowa to materials (but 
not tools or equipment) used in disease, 
weed or insect control, or for health pro- 
motion of plants or livestock produced for 
market and fuel consumed in farm vehicles, 
H. B. 162, effective July 4, 1957. 


Missouri no longer requires an annual 
sales tax return; quarterly returns must now 
be made under oath, H. B. 592, approved 
July 6. 


Gross receipts from passenger revenues 
within corporate limits in Oklahoma, except 
taxicab receipts, are exempt from the sales 
tax, H. B. 971, effective May 28, 1957. Farm 
feeds and the trade-in allowance portion of 
the gross proceeds from the sale of farm 
machinery are also exempt, S. B. 367, approved 
June 7. 


Pacific States 


Income taxes.—California taxpayers com- 
puting personal or corporate income taxes 
may elect to consider noncash patronage 
allocations from farmers’ cooperative and 
mutual associations as income and includable 
in gross income for the taxable year of 
receipt at their face amount or as includable 
in the year of redemption or realization. 
Where the later is elected, a deficiency 
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assessment for the taxable year of realiza- 
tion could be made within four years of the 
date of realization of gain. Exercise of either 
election requires adherence to the method 
of computation for subsequent taxable years 
unless a change is authorized by the fran- 
chise tax board, A. B. 81, approved June 5. 
Cooperative or mutual associations deriving 
their income from water sales are granted 
the same special deduction from the corpo- 
rate income tax given to associations deriving 
their income from sales of agricultural 
products, Chapter 661, approved May 30. 


Oregon’s personal income tax surtax is 
abolished, but tax rates are increased for 
tax years ending after August 3, 1957. The 
new rates are graduated from 4 per cent 
on the first $500 to 11.6 per cent for all over 
$8,000. Personal exemptions are increased 
to $600 for single persons, $1,200 for mar- 
ried couples and $600 for dependents and 
for the blind; flexible personal exemptions 
are repealed. Withholding provisions in the 
new law are effective September 1, 1957, 
H. B. 1, approved June 10. Only taxes im- 
posed directly upon the taxpayer may be 
deducted in computing net income; these 
include federal income taxes upon income 
taxed to a fiduciary or other legal entity; 
and where amounts of gross income taxed 
by the state do not equal or exceed those 
taxed by federal law, a special formula is 
established for determining the amount of 
the federal taxes that may be deducted, 
Chapter 540, approved June 7. Income re- 
ceived from a public retirement system is 
excludible from gross income to the extent 
not representing compensation for personal 
services rendered during the tax year; and 
a limitation of $2,400 as a deduction is 
placed on income received from a federal 
public retirement system, S. B. 18, approved 
June 10. 


Where taxes are imposed upon, or meas- 
ured by, net income in Oregon, changes are 
made in the method of computing taxable 
income when a different method of account- 
ing is used than was used in the preceding 
year, Chapter 544, approved June 7. Net 
income taxes that have been delinquent for 
seven years or more may be canceled, 
Chapter 545, approved June 7. 


The Oregon corporation business tax is 
lowered from 8 per cent to 6 per cent on 
mercantile, manufacturing and business cor- 
porations for tax years beginning after 1956; 
financial institutions will pay more—9 per 
cent instead of 8 per cent; public utilities 
and carriers, 7 per cent instead of 4 per 
cent; and installment paying of the tax is 
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out, the tax becoming due when the return 
is filed, H. B. 796, approved June 10. The 
tax rate on corporations not covered by the 
regular corporation excise tax is also re- 
duced from 8 per cent to 6 per cent, H. B. 
153, approved June 12. Where a corporation 
acquires propeicy upon a distribution in 
complete liquidation of another corporation, 
the property’s basis will be the adjusted 
basis of the stock with respect to which 
the distribution was made if the distribution 
is in accordance with a plan of liquidation 
adopted on or after June 22, 1954, and not 
more than two years after the date of the 
transaction, and if the distributee purchased 
during a 12-month period at least 80 per 
cent of the total combined voting power 
of all classes of stock and at least 80 per 
cent of the total number of shares of all 
other classes of stock, Chapter 38, approved 
May 21. 


Excise taxes.—Exemption from corporate 
excise taxes, retroactive to taxable years 
ending on and after August 3, 1955, is 
granted to mutual or cooperative electric 
companies or similar organizations in Ore- 
gon, if at least 85 per cent of their income 
is from assessments, dues and fees collected 
from members for the sole purpose of meet- 
ing expenses, Chapter 553, approved June 7. 


Franchise taxes and fees.—The corporate 
franchise taxes of savings and loan asso- 
ciations in California may be offset by the 
use taxes paid by them on tangible personal 
property, A. B. 3119, approved June 1. 

Oregon will not collect an annual license 
fee for a fiscal year if a domestic corpora- 
tion files articles of dissolution by August 15 
of that year, Chapter 344, approved May 24. 


Motor vehicle taxes.—After December 31, 
1957, California’s 3 per cent motor vehicle 
transportation license tax will drop to 1.5 
per cent of the gross receipts from opera- 
tions; subhaulers will no longer be allowed 
the refund of one third of registration fees, 
S. B. 2468, approved June 11. Cities are 
prohibited from taxing any household-goods 
carrier when the delivery or pickup of house- 
hold goods in the city is occasional and 
incidental to business conducted elsewhere, 
Chapter 567, approved May 31. 

The Oregon law assessing a license fee of 
$10 on trailers which are for hire and are 
equipped with pneumatic tires is changed 
to apply to trailers other than bus or truck 
trailers, rather than to two-wheeled trailers, 
Chapter 677, approved June 13. 


Property taxes.—The definition of “cred- 
its” for personal property tax purposes in 
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California is modified, Chapter 537, approved 
May 27. 


Oregon exempts from personal and real 
property taxes the school and student hous- 
ing facilities of charitable institutions and 
religious organizations, Chapter 683, approved 
June 13. An exemption from personal prop- 
erty taxation is granted the furnishings of 
fraternities, sororities and student housing 
cooperatives if living quarters are furnished 
students on a nonprofit basis, Chapter 631, 
approved June 12. The state also changes 
provisions relating to the property tax assess- 
ments of utilities, Chapter 711, approved 
June 13. Deciduous trees, shrubs and crops 
growing on land devoted to agricultural 
purposes are exempt, Chapter 615, ap- 
proved June 11. Watercraft which trans- 
port persons or property for hire outside 
the state boundaries are exempt, as are ves- 
sels over 16 feet long that are under con- 
struction or major reconstruction; other 
watercraft will be assessed in the county 
where moored or, if having no regular 
moorage, where the owner resides or main- 
tains a place of business, Chapter 342, effec- 
tive January 1, 1958. Merchants can list 
their stocks for assessment purposes upon 
the basis of their average true cash value, 
rather than their monthly average value, if 
the stock held on January 1 does not fairly 
represent average stock, Chapter 542, ap- 
proved June 7. Chapter 607, approved June 
10, is modified by providing that the per- 
sonal property tax offset provision applies 
to corporations primarily engaged in proc- 
essing or assembling materials whether or 
not they are manufacturing corporations, 
Chapter 709, approved June 13. 


Sales and gross receipts taxes.—A stiff- 
ened California use tax law now attaches to 
anyone “engaged in business” rather than 
maintaining a place of business and includes 
any retailer having any sort of sales repre- 
sentative in the state or making deliveries 
there, A. B. 974, approved June 5. Char- 
tered California counties, or cities and coun- 
ties, not authorized to impose a sales tax 
may, if authorized, enact a purchase and 
use tax similar in scope, A. B. 2286, approved 
July 3. 

Oregon telephone companies with rural 
exchanges may elect to pay a 6 per cent 
gross receipts tax on their rural business in 
place of ad valorem property taxes on their 
rural equipment, Chapter 628, approved June 
11. The maximum fee payable by railroads 
is raised until 1960, from 0.35 per cent to 
0.6 per cent of gross operating revenues 
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“The theory of our governments, 
State and National, is opposed to 
the deposit of unlimited power 
anywhere. The executive, the 
legislative, and the judicial branches 
of these governments are all of 
limited and defined powers." 
—Samuel F. Miller. 


derived from intrastate business, Chapter 
464, approved June 6. 


Southern States 


Income taxes.—Louisiana has adopted Sec- 
tion 332 of the Internal Revenue Code con- 
cerning the recognition of gain or loss upon 
distributions in complete liquidation of sub- 
sidiaries, Act 6, effective July 1, 1957. The 
provisions regarding the income tax credit 
for educational expenses are revised, H. B. 
161, effective July 1, 1957. 

North Carolina has enacted a new formula 
for allocating corporate income in the state, 
S. B. 7, approved June 12. This new law 
also provides for a 4.5 per cent excise tax on 
the net income of banks, in lieu of intangible 
personal property, franchise, income, stock 
and local tangible personal property taxes. 

The South Carolina tax on the net income 
of building and loan and savings and loan 
associations has been raised from 2 per cent 
to 4.5 per cent, H. B. 1287, effective July 1. 


Excise taxes——Florida has repealed the 
documentary tax on proxies and powers of 
attorney of ten cents each and has provided 
that the. documentary stamp tax may be 
paid and documents stamp insignia affixed 
by the use of metering machines, H. B. 152, 
effective May 14, 1957. Florida has also 
exempted all promissory notes, non-nego- 
tiable notes and other written obligations 
to pay money, bearing dates subsequent to 
July 1, 1957, from the excise tax on docu- 
ments, provided the maker is a registered 
security dealer, the note is for 30 days or 
less and collateral security has been pledged 
on which the excise tax has been paid, 
H. B. 809, law without approval June 29. 

The Florida advertising excise tax on 
avocados and limes is extended to July 1, 
1959, S. B. 542, approved May 31. A tax of 
7/16 cents is levied against processed, as 
well as canned, products of citrus fruit, S. B. 
14, effective July 1, 1957. The wholesalers’ 
discount for affixing cigarette tax stamps 
has been increased from 4 per cent to 
5 per cent, S. B. 822, effective October 1, 
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1957. Exemptions provisions of the cigarette 
tax no longer apply to ship stores or slop 
chests operated on ships of the merchant 
marine, and a $10,000 surety bond is re- 
quired of cigarette distributing agents, S. B. 
200, effective August 7, 1957. 


Franchise taxes and fees.—Public utility 
holding companies in Florida are subject to 
a franchise tax of 20 per cent of the franchise 
tax imposed on all other corporations, H. B. 
217, effective 60 days after adjournment. 


Gasoline taxes.—The definition, and the 
regulation, of “distributors” of motor fuel in 
Florida has been changed, S. B. 174, effec- 
tive May 22, 1957. 


Texas has redefined its definitions of 
“motor fuel” and “other liquid fuels,” H. B. 
812, effective May 31, 1957. 


Insurance company taxes.—Texas has 
added retaliatory taxeS against foreign in- 
surance companies to its laws, H. B. 278, 
effective January 1, 1958. A tax is assessed 
against persons receiving insurance through 
an unlicensed insurer and an out-of-state 
agent’s license fee is raised to $100, H. B. 
256, effective June 6, 1957. The tax situs 
of the property of insurance companies is 
fixed, H. B. 582, effective May 31, 1957. 


Property taxes.—The Florida tax on Class 
A intangible personal property (moneys, 
bank deposits, etc.) has been doubled from 
0.05 mill to 0.1 mill, and the tax on Class B 
intangible personal property (stocks, bonds 
and lien instruments) has also been doubled 
from one mill to two mills, S. B. 1417, effec- 
tive July 1, 1957. A hike from ten cents 
to 20 cents on each $100 of consideration 
has been made in the tax on instruments 
conveying any interest in realty, S. B. 1415, 
approved June 20. 

Even though Florida lands being used for 
agricultural purposes are included in a plat 
of a real estate development, their assess- 
ment shall be as agricultural lands upon an 
acreage basis, H. B. 275, effective August 7, 
1957. Real estate held by a testamentary 
trust in Florida for the purpose of con- 
structing a charitable, nonprofit hospital 
within the state is exempt, provided that 
the exempted property does not exceed 
5,000 acres in any one county, H. B. 375, 
effective August 7, 1957. Intangible per- 
sonal property taxes that have been delin- 
quent for seven years can be canceled, 
H. B. 149, effective May 14, 1957. Where 
subsurface rights are sold or transferred, 
they may be treated as real property and 
taxed separately from the fee, H. B. 225, 
effective January 1, 1958. 
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Sales and gross receipts taxes.—Arkansas 
voters will vote at the general election in 
November, 1958, on the increase in the gross 
receipts and use tax from 2 per cent to 3 
per cent that became effective February 15, 
1957. 


Only when sold in packages for consump- 
tion off the premises of the licensee are 
alcoholic and malt beverages now exempt 
from the Florida sales and use tax; the 
maximum tax on industrial machinery has 
been raised from $300 to $1,000; exemptions 
are removed from lubricating oil, cigarettes, 
motor vehicles and clothing; a new 1 per 
cent tax is levied on the sale, rental or use 
of motor vehicles; specific exemptions are 
granted to poultry and poultry products, 
nuts, berries and melons, S. B. 1416, effec- 
tive July 1, 1957. The Florida sales and use 
tax statute of limitations has been lengthened 
in scope from two to three years, H. B. 153, 
effective May 14, 1957. Magazine subscription 
sales of a year or more in duration are ex- 
empt, H. B. 689, law without approval 
June 29. Sales of natural gas to a utility for 
resale or for fuel use are not taxable as a 
utility service by municipalities, H. B. 803, 
effective June 6, 1957. Public utilities regu- 
lated by the Florida Railroad and Public 
Utilities Commission may now, as do muni- 
cipalities and rural electric cooperatives, 
receive credit upon gross receipts taxes paid 
for any utility service bought for resale 
directly to consumers, H. B. 670, law with- 
out approval, June 29. 


Sales of goods or property delivered, or 
services performed, outside its territorial 
limits are no longer subject to sales taxation 
by a Louisiana municipality or parish, H. B. 
121, effective January 1, 1958. 

North Carolina’s wholesale sales tax rate 
became applicable on July 1 to sales of 
machinery to farmers, sales to manufacturers 
for further processing and sales of wrapping 
paper used in sales; anyone having a repre- 
sentative soliciting in the state became liable 


‘for tax; leasing is specifically subjected; but 


separately stated installation charges, fi- 
nance charges and federal taxes other than 
manufacturers’ and importers’ excises are 
not taxed; and new exemptions are added, 
S. B. 7, approved June 12. 


After June 30, 1958, no generation or sales 
tax will be imposed in South Carolina on 
sales of electric power to industrial customers 
in excess of power used in the correspond- 
ing months of the fiscal year 1957-1958, 
H. B, 1287, approved June 12. 
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Federal Tax 


September 16 





(September 15 is a Sunday) 


Due date of declarations of estimated tax 


of corporations with tax liabilities in 
excess of $100,000, and payment of 15 
per cent of such estimated tax, where 
filing requirements are met before Sep- 
tember 1, 1957. (Code Sections 6016 
and 6154.) Form 1120-ES. 


Payment of third quarter of the 1957 
estimated tax by individuals or second 
third of the estimated tax; if declaration 
filed for first time, one half due. (Code 
Section 6143.) Form 1040-ES. 


Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amounts of (1) income 
tax withheld from wages, (2) em- 
ployees’ tax deducted under Section 
3102 and (3) employer’s tax under Sec- 
tion 3111 where, during the preceding 
month, the aggregate of such amounts 
exceeded $100. If an employer pays 
wages to agricultural labor subject to 
taxes under (2) and (3) above, he will 
make a separate computation for this 
group to determine whether the $100 
minimum has been exceeded. (Regu- 
lations 120, Section 406.606.) Form 450 
(depository receipt). 


Due date, by general extension, of returns 
for the fiscal year ended March 31, in 
the case of (1) foreign partnerships; 
(2) foreign corporations which maintain 
offices or places of business in the 
United States; (3) domestic corpora- 
tions which transact their business and 
keep their records and books of ac- 
counts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or naval 


service on duty outside the United States. 
(Code Sections 6081 and 6151; Regu- 
lations 118, Section 39.53-3(a).) Forms: 
(1) Form 1065; (2)-(4) Form 1120; (5) 
Form 1040. 


Monthly information returns of stock- 


holders and of officers and directors of 
foreign personal holding companies due 
for August. (Code Section 6035.) Form 
957. 


Due date for delivery to local director of 


internal revenue, by stamp depositaries 
of the United States, of requisition for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month, Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 


September 30 


Due date for deposit of the following 


excise taxes for August to the federal 
reserve bank or an authorized deposi- 
tary, if such taxes reportable for Au- 
gust exceeded $100: taxes on safe deposit 
boxes; transportation of oil by pipeline; 
telephone, telegraph, radio and cable 
messages and services; transportation 
of persons; admissions, dues and initi- 
ation fees; gasoline, lubricating oils and 
matches; sales by manufacturers, in- 
cluding sales of pistols and revolvers; 
processing of certain oils; sales by the 
retailer; manufacture of sugar; trans- 
portation of property; and diesel fuel. 
(Regulations 477.4.) Form 537 (deposi- 
tory receipt). 


Due date of federal use tax return and 
payment of tax on highway motor 
vehicles if first use occurred in August, 
1957. (Regulations Sections 41.6011(a)- 
1, 41.6071(a)-1.) Form 2290. 





ae eS eR eS MART RNS Ne 8), i MIN C2 ERE AI 


Write for Complete Details 
OMMERCE, CLEARING, HOUSE,, INC 


2 
RnnOOONOHHMAN, AHSAN ma? Qn 


PUBLISHERS of TOPICAL LAW REPORTS 


J 
Wn 


New Yor« 36 CHIcaco 30 WASHINGTON 4 
522 FirTH Ave 4025 W. PETERSON AVE. 425 13TH STREET, N. W. 





